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Congress approves real estate 


investment trust; exacting rules made 


by SIDNEY I. ROBERTS, ARTHUR A. FEDER & HERBERT H. ALPERT 


Tax planning for real estate must now include consideration of the real estate 


investment trust, approved by Congress early this month as an investment vehicle 


to facilitate ownership of real property by many owners. Its general structure is 


similar to the mutual fund now widely used to hold stocks and bonds. Qualification 


for the tax benefits of the new bill is surrounded by many limitations, explained 


in this article. Complications of state law are also present. 


Fee TAX IMPETUS! to widely held 
ownership of real estate—the real 
estate investment trust—has finally found 
its way into the law.1@ 

On the basis of a first look it does not 
appear that the real estate investment 
trust, at least in its present form, will 
displace the limited partnership.1» How- 
ever, there will be many situations in 
which it can be used effectively. More- 
over, the present law may be a first step 
in the development of a vehicle that 
will have a profound impact upon real 
estate. However, this result will require 
the assistance of Regulations and some 
statutory amendments consistent with 
the apparent purposes of the law. 

The concept of the newly-enacted real 
estate investment trust provisions is bor- 
rowed from the provisions applicable to 
regulated investment companies, com- 
monly referred to as mutual funds. In 
general, an organization qualifying as 
investment trust will be 


a real estate 


treated as a nontaxable conduit, pro- 


vided it distributes at least 90% of its 
income. 


A real estate investment trust (here- 


1 At the time this article was written, the new leg- 
H.R. 10960, had been passed by both 
houses of Congress, but the President had not 
signed the bill. However, there is no reason to ex- 
pect a veto. 

12In 1956 Congress passed a similar measure, 
H.R. 4392, only to meet rebuff by Presidential veto. 
An identical bill, H.R. 8102, was passed by the 
House at the next session of Congress. The Senate 
took no action on this bill, but added a slightly 
different H.R. 8381, The. Technical 


islation, 


version to 


Amendments Act of 1958. This amendment was de- 





inafter sometimes referred to as a trust) 
is defined? as a trust or association that 
meets specific requirements relating to 
its organization, assets, beneficial owner- 
ship, and sources of income and elects 
real estate invest- 


to be treated as a 


ment trust. 


Organizational requirements 

To qualify as a trust, an organization 
must be “‘an unincorporated trust or un- 
incorporated association,” which is tax- 
able as a domestic corporation,* is “man- 


oh 


aged by trustees,”5 and has trans- 
ferable shares or certificates.® 

At the outset it may be noted that a 
corporation does not fall within the 
definition. Whether unincorporated as- 
sociations, such as limited partnerships 
or joint ventures, may qualify is less 
clear. Section 856 (a) defining a trust as 
“an trust 
incorporated association” and _ Section 


unincorporated or an un- 


856(c) prescribing other conditions for 
qualification of a “trust or association” 
clearly imply that an association other 
than a trust may qualify. However, Sec- 
tion 856(a)(1) requires that a trust be 


leted by the Conference Committee. 

1b The new law is applicable with respect to tax- 
able years beginning after December 31, 1960. Sec- 
tion 856(c) (1). 

2 Section 856 (a). 

8 Ibid. 

4 Section 856 (a) (3). 

5 Section 856 (a) (1). 

® Section 856(a) (2). 

6° Cf. Uniform Partnership Law, Section 21, 
which refers to a partner as a “trustee’’ in cer- 
tain respects. 


“managed by trustees.” This in- 
consistency should be resolved on the 
basis of policy considerations. No reason 
has been suggested for limiting the new 
law to associations that are organized in 
the form of trusts. And meaning can be 
given to the “managed-by-trustees” re- 
quirement by requiring that the man- 
agers have fiduciary responsibilities 
similar to those of trustees. On the basis 
of such a construction, at least a limited 
partnership should be permitted to 








qualify as a trust because of the fiduciary | 


nature of the general partners’ obliga- 
tions.6@ Until the point is clarified by 
the Regulations, it would be inadvisable 
to seek to qualify an organization not in 
form a trust. Note, however, that state 
law problems may be encountered in 
attempting to adopt the trust form for 
real estate investment, particularly in 
states such as New York. [It is reported 
that efforts are being made to amend 


the law next year to include corpora- 


tions.—Ed.] 

First, to insure that the trust’s activi- 
ties will be passive,*? a real estate invest- 
ment trust may not hold any “dealer” 
property, i.e., property held for sale to 
customers in the ordinary course of its 
trade or business.8 It should be noted 
that this requirement may disqualify an 
organization even though it has made 
no sales; the mere holding of dealer 
property is sufficient. 

Second, the statute imposes two per- 
at the 
close of each quarter of the taxable 
the kind of 


centage limitations, to be met 


year, upon assets a_ trust 


may own. 


75% real estate assets 


To insure that the trust’s assets con- 
sist primarily of real estate, at least 75% 
trust’s total assets 
“real estate 
assets,” cash and cash items (including 

and 
term 
defined to mean real property (includ- 


of the value® of a 


must be represented by 


receivables), Government  securi- 


ties.19 The “real estate assets’ is 


ing interests in real property and in 
mortgages on real property) and interests 
in other qualifying trusts.11 The term 


7 See H.R. Rep. No. 2020 at p. 5. 

8 Section 856 (a) (4). 

® “Value” is defined in Section 856 (c) (6) (A). 

10 Section 856(c) (5) (A). 

11 Section 856(c) (6) (B). Note the danger of a 
trust investing in a second trust over which it has 
no control. If the second trust should become dis- 
qualified, the first trust may also become disquali- 
fied. 

12 Section 856(c) (6) (C). 

18 Sections 514(d) and 1401 (a) (1). 

14 See Prop. Reg. 301.7701-3. 


~ 
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“interests in real property” is defined to 
include fee ownership and co-ownership 
of land or improvements thereon and 

land improvements 
not mineral, 


leaseholds of or 


thereon, but oil, or gas 
royalty interests.1 

These definitions would seem to en- 
compass most of the traditional interests 
in land that are usually held for invest- 
ment purposes. However, they will pre- 
sent problems in the case of properties 
the 
landlord frequently holds title to sub- 
stantial personal property essential to 
operation of the property. Although 
such personal property is treated as 
“real property” for some tax purposes,!8 
this result probably rests upon specific 


such as hotels and motels, where 


statutory provisions. 

\ number of problems in this area de- 
serve specific attention in the Regula- 
tions. First, the Regulations should make 


clear that the value of the trust’s “total 
assets” and “real estate assets’ is deter- 
mined without diminution for mort- 


gages thereon, presumably whether or 
not the trust has assumed the mortgage. 

Second, the Regulations should make 
clear that an investment in a partner- 
ship constitutes an “interest in real prop- 
erty” to the extent that the partnership 
assets consist of real property. Interests 
in partnerships holding real estate 
would be fairly obvious investments for 

trust. The problem will also be par- 
ticularly pressing in view of the very 
broad definition that the Service has 
placed upon the term “partnership.’”’!4 
Clearly, there is no policy reason for 
excluding 


the 


partnership interests. More- 


over, statute makes clear that its 


enumeration of “interests in real prop- 
(paragraph (C) of Section 856(c) 
is intended to be 


erty” 


(6)) illustrative and 
not exclusive. Thus, where paragraph 
C) provides that interests in real prop- 
the kind of 
paragraph (B) 


uses 


erty “includes” assets 


enumerated, defining 
the 
a pregnant shift of language 
in parallel and successive paragraphs 


real estate assets” word 


means,” 


that should be given content in the 


Regulations. 


See text at notes 31-34, infra. 

H.R. Rep. No. 2020 at p. 6. 

Section 856(c) (5) (B). 

Sections 851(b) (4) (A) (ii) and (B). 

Note also the internal inconsistency in this pro- 
vision. Although its purpose is to limit concen- 
trated investment, it seems to exclude such invest- 
ments from the computation. 

Section 856(c) (5). 

Sections 856(a) (5) and 856(b). This require- 
ment was intended to be substantially equivalent 
to the requirement applicable to regulated invest- 


Third, the Regulations should pro- 
vide that “real estate assets” include 
mortgages on interests in real property, 
such as leasehold mortgages.14a 


25% diversified securities 

The second percentage limitation is 
intended to require that if a trust in- 
vests in securities, these investments be 
diversified in a manner camparable to 
that required of regulated investment 
companies.!5 Not more than 25% of the 
value of a trust’s total assets may be 
represented by securities, other than in- 
terests in other qualifying real estate in- 
vestment trusts or Government securi- 
ties.16 For purposes of this calculation, 
securities are limited in respect of any 
one issuer to not more than 5% of the 
value of the total assets of the trust and 
to not more than 10% of the outstand- 
ing voting securities of such issuer. 

The 
apparently adopted out of context from 
two provisions applicable to regulated 


25% percentage limitation was 


investment companies,!7 and its mean- 
ing is somewhat obscure. Since, under 
the first percentage requirement dis- 
cussed above, at least 75% of a trust’s 
assets must be represented by assets ex- 
cluded from the 25% computation, it is 
obvious that a trust meeting the 
requirement will always meet the 
limitation.18 


507 
5% 


7 
Or 


J 





Mitigation of requirements 


Although the investment percentage 
requirements must be met at the close 
of each quarter of the taxable year, 
provision has been made to prevent dis- 
qualification as the result of mere fluc- 
tuations in market value and to permit 
curing of transitory disqualifications. 
Thus, a trust that meets the percentage 
requirements at the close of any quarter 
will not become disqualified because of 
failure to meet them in a subsequent 
quarter unless such failure exists im- 
mediately after an acquisition of prop- 
erty and is the result of such acquisition. 
Moreover, if the disqualification occurs 
as the result of an acquisition in a par- 
ticular quarter, the trust will not be dis- 


ment companies. (H.R. Rep. No. 2020 at p. 5.) 
However, it appears to be much more restrictive. 
Section 851(a) defines a regulated investment 
company as a corporation registered under the 
Investment Company Act of 1940. Under Section 
8(c) (1) of this Act, a corporation is not an “in- 
vestment company” and therefore is not required 
to register if its outstanding securities are bene- 
ficially owned by not more than 100 persons, un- 
less it is making or proposes to make a “public 
offering.”’ Since it is a recognized practice that an 
offer to 25 or more persons may constitute a “‘pub- 


Real estate + 195 


[Mr. Roberts is a partner in the New 
York law firm of Roberts & Holland. He 
is one of the editors of THE JOURNAL OF 
TAXATION, and author (with others) of 
“Handbook of Annotated Tax Forms.” 
Readers of The Journal will remember 
his and Mr. Alpert’s brilliant discussion 
of Subchapter S in January 1959. 

Mr. Feder and Mr, Alpert, both mem- 
bers of the New York Bar also, are 
associated with the firm of Roberts & 
Holland.} 





qualified if the discrepancy is eliminated 
within 30 days after the close of such 
quarter.!® 

In the value of real 
estate, the statute accepts the fair value 
as determined in good faith by the 
trustees. Nevertheless, the acquisition of 
property will be a time for difficult ap- 
praisals and computations unless the 


determining 


trust confines its assets largely to real 
estate. 


Beneficial ownership requirements 

There are two requirements relating 
to the beneficial ownership of the trust, 
both intended to insure diversity of 
ownership. 

First, there must be at least 100 bene- 
ficiaries on 335 days during a taxable 
year of 12 months, or during a propor- 
tionate part of a shorter taxable year.?° 

Significantly, there is no attribution 
of ownership for this purpose of deter- 
100 
holders. The second requirement: a trust 


mining whether there are share- 
will not qualify if, assuming all its gross 
holding 


company income, it would be a personal 


income constituted personal 


holding company.?8 In other words, at 
no time during the last half of the trust’s 


taxable year may five or fewer indt- 


viduals, directly or constructively, own 


more than 50% of the trust.24 For this 


purpose the very broad attribution rules 
of Section 544 are applicable. 


Income requirements 


In order to assure that the trust’s in- 
come will be from passive sources and 


primarily related to real estate, the 


lic offering,” a regulated investment company can 
conceivably have fewer than 25 shareholders. 
Moreover, for purposes of determining the number 
of shareholders, if more than 10% of the voting 
securities of a corporation are owned by a second 
corporation, the stock of the first corporation is 
considered as being owned by the stockholders of 
the second corporation. Thus, a regulated invest- 
ment company can conceivably have only one 
actual shareholder. 

%3 Section 856 (a) (6). 

2 See Section 542(a) (2). 
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Statute imposes three limitations on the 
sources of a trust’s income. 

A 30% limitation®5 in the new Bill is 
intended to prohibit using the trust as a 
vehicle for speculative operations. The 
total of a trust’s gross income?® from (1) 
the sale or disposition of stocks or se- 
curities held for less than six months, 
and (2) from the voluntary sale or dis- 
position®? of real property (including 
interests in real property) held for less 
than four years, must be less than 30% 
of the trust’s total gross income. 


75% real estate income 


At least 75% of trust’s gross income 


f 
must be derived from “rents from real 
property;?8 interest on obligations se- 
cured by mortgages on real property or 
on interests in real property; gain from 
the sale or other disposition of real 
interests in real 


property (including 


property and interests in mortgages on 
real property); dividends or other dis- 
tributions on, and gain from the sale or 
other disposition of, [interests in quali- 
fied real estate investment trusts .. . ]; 
and abatements and refunds of taxes on 
real property.”29 

As in other provisions where similar 
language is used,30 this provision is 
latent with possible ambiguities. The 
fol- 
“in- 


term “real property” sometimes is 
lowed by the parenthetic phrase 
cluding interests in real property;’’! at 
other times it is used disjunctively with 
that phrase;8? and at still other times it 
is left unmodified.33 If the provisions 
were to be read too literally, it might 
suggest 


would be exclusive of “interests in real 


that the term “real property” 


property.”34 Also, a mortgage on real 
property would be neither “real prop- 
erty’ nor an “interest in real property.” 
On this interpretation, gain from the 
sale of a leasehold mortgage might not 
qualify under the 75% test, a result that 
could hardly have been intended. It is 
to be expected that the Regulations will 
remedy the statutory draftsmanship. 


* Section 856(c) (4). 
28 In determining “‘gross income,” losses from sales 
or dispositions do not enter into the computations. 
Cf. Reg. 1.851-2(b). 

27 Gains from involuntary conversions within the 
meaning of Section 1033 are excluded from this 
test. 

“rents from 
interests in real property.” Section 856(d). Thus, 
the gross amount received by a sublessor would be 
included. Also included would be amounts expend- 
ed by a net-lessee on behalf of the lessor, such as 
real estate taxes. See Reg. 1.61-8; cf. Reg. 1.162-11. 
As to certain exclusions, see discussion below. 

2° Section 856 (c) (3). 

8° See text at notes 10, 11 and 25, supra. 


28 “Rents from real property” includes 
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If a partnership interest is held by a 
trust, a share of the partnership’s gross 
rental income from real estate should be 
considered as “rental from real estate” 
in the hands of the trust.35 

A more serious problem may arise on 
the sale of a partnership interest. It has 
previously been suggested here that the 
term “interests in real property” should 
include an interest in a partnership to 
the extent that its assets consist of real 
property or other qualifying property.*® 
The Regulations should clarify this 
issue for the purpose of this provision 
as well. 


90% real estate and investment income 


Second, insure that a substantial 


part of the remaining 25% of the trust’s 


to 


/O 
income is from investments, the statute 


also requires that 90% of a trust’s gross 
income be from the real estate sources 
mentioned above or from dividends, in- 
terest, or gain from the sale or other 
stock or 
Taken together, the 90% test and the 


75% test require that at least 75% of 


disposition of securities.37 


the trust’s gross income be derived from 
real estate sources and that another 15% 
of its gross income be derived either 
from real estate or from investments in 
stocks, securities, or notes. 


Exclusion of certain rents 


To insure that the income of a trust 
is passive, certain rental receipts are ex- 
cluded from the term “rents from real 
property” for purposes of determining 
whether the trust satisfies the 90% and 
75%, tests. 

Rents received under a lease are ex- 
if the determination the 
amount of such rents depends in whole 


cluded of 
or in part upon the income or profits de- 
rived from the rented property by any 
person.39 However, the statute expressly 
provides that a rental payment shall not 
be disqualified merely because based on 
a fixed percentage or percentages*? of 
gross receipts or sales. 


31 F.g., Sections 856(c) (2) (D) and (3) (C). 

82 F.g., Section 856 (c) (3) (B). 

33 F.g., Section 856(c) (2) (C). 

*% Note also that “‘rents from real property” spe- 
cifically includes “rents from interests in real 
property” (see note 28, supra.). This might be 


taken to imply that absent a statutory provision, 
the converse would be true. 

85 Reg. 1.702-1(a) (9) and (b). 

38 See text at note 14, supra. 

87 Section 856(c) (2). Presumably, a gain from a 
corporate distribution in excess of the basis of the 
stock would qualify as a gain from the sale or ex- 
change of such stock (see Section 301(c) (3)). 
%® Section 856(d) (1). Note that the statute is not 
limited to the lessee’s profits. 








The status under the above provision 
of leases providing for “overage rent” is 
not entirely clear. Such provisions are 
common in long-term net leases and are 
often intended merely as a hedge against 
very serious inflation. For 
property throwing off income of $700, 
000 may be leased for a fixed rent of 
$500,000 plus 10% of the lessee’s net 
profits in excess of $1,000,000 (before de- 
ducting the fixed rental). There seems to 
be little justification for disqualifying 
the fixed rental of $500,000. At least 
with respect to taxable years for which 


example, 











“overage rent” is not payable, it is cer- | 


tainly arguable that the fixed rent 
would qualify, since the determination 


of the entire amount received ($500,000) | 


did not depend in whole or in part on 
net profits. Moreover, should $1 of over- 
age rent become payable in a taxable 
year, it would seem unduly harsh if the 
entire $500,001 would be disqualified on 
the ground that the determination of 
the amount received depended in part 
on net profits. 

The scope of the “gross receipts” ex- 
ception is also uncertain. In many leases 


the rental is based upon gross receipts 


adjusted by certain items, such as in- 
creases in labor costs or in real estate 
taxes. The Committee Report indicates 
that an adjustment for returned mer- 
chandise or Federal, state, or local sales 
taxes would not affect the exception.*! 
It is to be hoped that the regulations 
will clarify how much further the “gross 
receipts “exception may be extended. 
Rent received under a lease will also 
be disqualified as “rent from real prop- 
erty’42 if the trust furnishes services to 
the tenants or manages or operates such 


property, other than “through” an “in: | 


dependent contractor’4% from whom the 
trust does not derive or receive any in- 
come.44 

The effect of this provision on the 
a managing 
is not clear. 


common practice of hiring 
agent to operate a building 
The Service might contend that services 


40 Differing percentages pursuant to normal busi- 
ness practices as, for example, from different de- 
partments or separate floors of a retail store, are 
permissible so long as the percentages are fixed in 
advance. See H.R. Rep. No. 2020 at p. 10. 

41 H.R. Rep. No. 2020 at p. 10. 

42 Section 856(d) (3). 

48 The independent contractor cannot own more 
than a 35% interest in the trust; and one or more 
persons owning more than 35% or more of the 
trust cannot own more than a 35% interest in the 
independent contractor (Section 856(d) (3) (A) 
and (B)). The constructive ownership rules of 
Section 318, as modified, are made applicable. Note 
that this provision, in itself, does not appear to 
prohibit the trust from owning an interest in the 
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are furnished “through an independent 


contractor” only when the operating 
pers mnel, such as elevator operators, 
are the employees of the managing 


agent; if they are the employees of the 
trust as landlord, as is usually the case, 


the services would not be rendered 
“through’45 the independent contractor. 
The Regulations should clarify this 


problem. 

fo prevent avoidance of the first two 
exclusions, rent received from any per- 
10% 


son in whom the trust owns a 4, in- 


terest is disqualified as rent.*6 


Election 


Finally, in order to come within the 
Code’s definition of a real estate invest- 
ment trust, a trust or association must 
elect to be treated as a real estate invest- 
ment trust or have made such an elec- 
tion for a previous taxable year.47 Thus, 
once having made an election, a trust 


wr association will be considered a real 


estate investment trust for every year 
that it meets the above requirements. 
rhe election cannot be revoked, presum- 
ibly even with the consent of the Com- 
missioner.48 Of course, as in the case of 
Subchapter S,49 a trust can disqualify 
itself in a particular year by failing to 


satisfy any one of the prerequisites of a 


investment trust. For exam- 


real estate 
ple, the redemption of sufficient interests 
to reduce the number of beneficiaries 
to fewer than 100 would disqualify the 
trust. However, if in a subsequent year 
the number of beneficiaries exceeded 
100 for the required number of days, 
that the 


would again become effective. 


appears original election 
Che election to qualify as a trust is 
fled the 


able year to 


for 
the 
apply. Qualification of a trust or associa- 


with the return first tax- 


which election is to 


tion as a real estate investment trust 
does not, however, automatically entitle 


Addi- 


below, 


the trust to conduit treatment. 


tional requirements, discussed 


must still be met. Failure to meet these 


ndependent contractor.” But see note 44, infra. 


This provision would preclude a trust from 

ning an interest in an independent contractor 
from whom it received profit distributions. Note, 
however, that the statutes use the present tense. 
Thus it is arguable that a trust may invest in a 
which 


not pay dividends during the term of the contract. 


corporate “independent contractor” does 
Quaere whether this provision precludes a sale of 
appreciated property to the independent contrac- 
tor. 

Although the statute states that the services may 
be performed “through” an independent contrac- 
tor, the House Committee report suggests that the 
services must be performed “by” an independent 
contractor. H.R. Rep. No. 2020 at p. 10. 


additional requirements makes most of 
Subchapter M_ inapplicable, 
trust still retains 


the 
its status as a real 
estate investment trust, which, in some 
cases, may be disadvantageous.5° 


but 


Taxation of trusts and their owners 

Since trusts are, by definition, associa- 
tions taxable as corporations, they are 
subject to the ordinary corporate income 
tax and their distributions are generally 
subject to the provisions of Subchapter 
C. Thus, taxed 
as dividends to the extent made out of 
earnings and profits. However, if a real 
estate trust distributes at 
least 90% of its income,51 the Code then 
radically alters the tax payable by the 
trust and the manner in which its dis- 
tributions are taxed. 


their distributions are 


investment 


Taxation of beneficiaries 
The principal exception to dividend 


treatment of distributions from a trust 


‘ 


relates to so-called “capital gain divi- 


KO 


dends.” A “capital gain dividend’? is 
a distribution out of earnings or profits 
which is designated®3 by the trust as a 
capital gain dividend. However, if the 
amount so designated in a taxable year 
exceeds the excess of the trust’s net long- 
term capital gain over its net short-term 
capital loss for the taxable year, then 
the portion of a distribution that consti- 
tutes a capital gain dividend is propor- 
tionately reduced. A capital gain divi- 
the 

long-term capital gain.54 


dend is taxed to beneficiaries as 


To eliminate tax avoidance possibili- 
ties in converting short-term into long- 
term capital gains, the statute provides 
that if a beneficiary acquires his interest 
within 30 days prior to the distribution 
of a capital gain dividend, any loss on 
the subsequent disposition of his interest 
will be treated as a long-term capital 
loss to the extent of such dividend.55 

The 4% $50 


4 exclu- 
sion for dividends received by individ- 


credit and the 


uals, as well as the 85% deduction for 


) 


* Section 856(d) (2). The constructive ownership 
rules of Section 318, as modified, are made applic- 
able. 

47 Section 856(c) (1). 

48 Cf. Reg. 1.851-2(a). 

48 See Roberts and Alpert, “Subchapter S: Seman- 
tic and Procedural Traps In Its Use; Analysis of 
Dangers,”” 10 JTAX 2, 3 (1959). 

5° See text at notes 69 and 70, infra. 

51 See Section 857 (b) (1). 

52 See Section 857(b) (3) (C). 

53 The by written notice 
mailed to the beneficiaries within 30 days after 
the close of the trust’s taxable year. 

% Section 857(b) (3) (B). 

55 Section 857(b) (4). 


designation must be 
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dividends received by corporations, are 
not available with respect to trust dis- 
tributions.5¢6 


Taxation of the trust 


In the case of a qualified trust, a tax 
is imposed at the regular corporate rates 
on its “real estate investment trust tax- 
able income” (hereinafter sometimes re- 
ferred to as “trust income”’).57 Trust in- 
come is defined5§ as “taxable income,” 
adjusted as follows: 

ae 


dends_ paid 


deduction is allowed for divi- 
(other than capital-gains 
dividends). 

2. The excess of net long-term capi- 
tal gains over net short-term capital 
losses is excluded. 

3. The corporate deductions provided 
in Sections 241 through 247 and the net 
operating loss deduction provided in 
Section 172 are not allowed. 

4. Section 443(b) (relating to changes 
in accounting periods) is disregarded. 

A separate 25% tax is computed on 
the excess of the trust’s net long-term 
capital gain over the sum of the trust’s 
net short-term capital loss and its de- 
duction for dividends paid, determined 
with reference to capital-gains dividends 
only.59 

The deduction for dividends paid is 
not limited to ordinary dividends. It 
may, for example, apply to pro-rata dis- 
tributions in partial liquidation.®° More- 
the 
clared nor even paid during the tax- 


over, dividends need not be de- 


able year. If the dividend is declared be- 
fore the time prescribed (including ex- 
tensions) for filing the return for the tax- 
able year and is distributed within the 
12-month period following the close of 
such taxable year and before any regular 
dividend payments are made, the trust 
may elect to treat all or part of such 
dividend as having been paid during the 


taxable year.*1 However, the benefici- 
aries are still treated as having received 
the distributions in the year made.® 


The effect of the taxing provisions is 


586 Section 857(c). 

57 Section 857 (b) (1). 

58 Section 857 (b) (2). 

5° Section 857(b) (3) (A). Note that, unlike share- 
holders of a investment company, a 
trust’s beneficiaries do not get any benefit from 
this tax. Compare Section 852(b) (3) (D}. 

8 See Section 562(b). The trust is allowed a de- 
duction for that portion of the taxable year’s in- 
come which is distributed to a beneficiary in re- 
demption of his interest. See Rev. Rul. 55-416, 
1955-1 CB 416. 

*1 Section 858 (a). The election is filed with the re- 
turn for the taxable year. 

®2 Section 858 (b). 

*%3 Note that unlike the provisions applicable to 


regulated 
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to treat the trust as a conduit: The 
trust’s distributed income is not subject 
to tax; the trust’s distributed capital 
gains are “passed-through” to the bene- 
However, the trust is 
true conduit. Thus, it is taxed on un- 
disturbed income, its net operating losses 
are not passed through to the benefi- 
ciaries, and trust distributions (except 
for capital gains dividends) are treated 
as ordinary dividends rather than in- 


ficiaries. not a 


come from rent, interest, etc.§% 


Distribution requirements 

As indicated above, qualification as a 
not 
the 
special provisions of Subchapter M. The 


real estate investment trust does 


automatically render applicable 
statute also requires that the deduction 
for dividends paid during the taxable 
year (computed without regard to capi- 
tal gain dividends) equal or exceed 90% 
of the trust income (determined with- 
out regard to the dividends paid deduc- 
tion).6* This requirement can cause con- 
if the trust’s tax- 
greater than net 

for example, where 


siderable difficulties 


able income is its 
cash receipts, as, 
mortgage principal payments excecd the 
annual depreciation allowance.® A trust 
may then have difficulty in securing 
sufficient cash to distribute. One possible 
the 
Another possible solution is to sell the 
the 
However, if the property is substantially 
the trust will 
capital gain, which, if not distributed, 
both 
later to the beneficiaries.6* A possible 


solution is to refinance mortgage. 


property and reinvest proceeds. 


appreciated, realize a 


will be taxed to the trust®® and 
solution to this latter problem may be 
for the trust to declare an optional stock 
dividend of the gain on sale.®8 


Failure to meet the 90% 


distribution 
requirement results in the trust and its 
beneficiaries being taxed as any other 


corporation and its shareholders, with 


regulated investment companies, there is no for- 
eign tax credit ‘“‘pass-through.”’ Compare Section 
853. 
The 
dividends creates an opportunity for certain char- 


characterization of trust distributions as 


itable organizations that are taxable on certain 
rental income but not on dividend income. See 
Section 511, et seg. These charitable organizations, 
by organizing a trust, may indirectly invest in 
real estate without incurring a tax either at the 
trust level or the beneficiary level. 

* Section 857 (a) (1). 

® Note the danger of claiming excessive deprecia. 
tion allowances. Should the Commissioner disallow 
a portion thereof, the trust may be disqualified 
under the 90%-distribution requirement. Accord- 
ingly, it would be advisable to distribute a suffi- 
cient amount, if possible, to cover this contin- 
gency. 

® Unlike regulated investment companies, the tax 
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one exception. The current earnings 
and profits of a trust, but not the ac- 
cumulated earnings and profits, are not 
reduced by any amount that is not allow- 
able as a deduction in computing its 
“taxable income” for the taxable year.®? 
This applies whether or not the trust 
meets the 90% -distribution-of-income re- 
quirement.70 

For example, suppose a trust, having 
no accumulated earnings and _ profits, 
has rent income of $100,000 and a capi- 
tal loss of $100,000. It distributes $50,- 
000 to its beneficiaries, Normally, the 
$50,000 would not be a dividend be- 
cause not made out of earnings and 
profits. However, in the case of a trust, 
the capital loss does not reduce current 
earnings and profits, and the distribu- 
tion is, therefore, a dividend. On the 
other hand, if the trust had failed to 
meet the 100-beneficiaries requirement 
for the requisite number of days during 
the taxable year, it would not be subject 
to any of the provisions of Subchapter 
M, including the special rule for the 
determination of earnings and _ profits, 
and the distribution would, therefore, 
not be a dividend. 


Evaluation of the trust 


It seems clear that, at least its 
present form, the real estate investment 
trust will not displace the limited part- 
nership as a widely used medium for 
group investment in real estate. Many 
of the present limited partnership real 
estate syndications will not be able to 
meet the 100-beneficiaries requirement.7! 
In addition, in the initial years limited 
partnerships sometimes incur net operat- 
ing losses resulting from depreciation 
and interest deductions, which can be 
utilized by the partners to offset taxable 
income from other sources.72 If realized 
by a trust, these losses would be useless 


in 


to the beneficiaries and possibly to the 


paid by the trust on undistributed capital gains 
does not benefit the beneficiaries. See note 59, 
supra, and text thereat. 

*% A tax will be paid by the beneficiaries when the 
gain is distributed as a dividend in a subsequent 
year. Note that the capital gain “pass-through” 
does not apply to gains realized in previous years. 
See text at note 52, supra. 

This is similar to the device used by regulated 
investment companies. See Reg. 1.305-2(c). 

® Section 857(d). 

7 Sections 857(a) and (d); cf. Reg. 1.852-5. 

71 It would be inadvisable to attempt to qualify a 
syndication as a trust unless there were substan- 
tially in excess of 100 members. A safety margin 
is necessary to protect against a subsequent con- 
traction in the membership. Note that once a syn- 
dication attempts to qualify as a trust, it has com- 
mitted itself to being classified as an 
taxable as a corporation. 


iation 








trust itself.73 In some states, such as 
New York, peculiarities of local trust 
law may make it difficult to operate real 
estate in this form. 

Furthermore, in many cases it may be 
impossible to qualify as a real estate 
investment trust. Investors may desire or 
be forced to operate a particular prop- 
erty, leases may contain overage rent 
provisions keyed to net income, or the 
acquisition of a hotel or motel property 
may require that the investing group 
take title to related personal property. 
An investing group frequently has very 





little ability to modify the form of exist- | 


ing leases and financing arrangements. 


For these reasons the final Regulations | 
relating to the taxability of unincorpo- 
rated entities as associations will still be | 
of vital import to every person finan- | 


cially interested in real estate syndica- 
tions. 

However, where the considerations 
mentioned above are not material, the 
real estate investment trust may prove 
useful for at least two important rea- 
sons. First, it eliminates the concern that 
the limited partnership may be classi- 
fied as an “association.”” Although the 
hope is that the final Regulations‘ will 
clarify this problem, the area may never 
be crystal-clear. 

Second, a trust permits a much greater 
degree of continuity, centralization of 
management, transferability of interest, 
and limited liability than is possible in 
the case of a limited partnership. Ac- 
cordingly, a trust is a suitable 
vehicle 
real estate investment.75 Moreover, in- 
terests in a trust may be more readily 


more 


: 


? 


for continuous and diversified | 


pledged or sold than interests in limited | 
partnerships. If a real estate investment | 


trust make available these ad- 
vantages and still avoid the corporate 
tax, it may well prove a popular form 


of entity. * 


can 


7 This advantage is more important to small syn- 
dications than to large ones. Small groups often 
use accelerated depreciation to produce losses in 
the initial years in contemplation of selling the 
property when it starts to produce taxable income. 
Large syndications, on the other hand, are gener- 
ally intended as long-term projects and do not use 
accelerated depreciations methods because it would 
bunch the income in later years. 

73.4 trust having a net operating loss can disquali- 
fy itself (see text at note 49, supra) or fail to 
make the initial election until such time as the 
losses are completely utilized. However, note that 
distributions to the beneficiaries will be taxed as 
dividends, at least to the extent of current earn- 
ings and profits. 

74 See Prop. Reg. 301.7701-2. 

™ Note, however, that diversification can be 
be achieved to some extent by investing in several 
limited partnerships. 
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IRS clarifies foreign-situs trusts as 


bill to end some tax benefits dies 


by ALAN H. HAMMERMAN 


With the end of the short session of Congress and the death of H.R. 9662, the 


Senate Finance Committee’s proposal to limit some, but not all, of the tax ad- 


vantages of foreign-situs trusts is held in abeyance. However, the Committee’s 


attempted definition of such a trust, when compared, as Mr. Hammerman does, 


with language used by the courts and by the IRS in its recent Rev. Rul. 60-181, 


makes it easter for tax planners to organize trusts that will have the requisite 


foreign contacts to qualify as having a foreign situs. 


),OREIGN TRUSTS have been the subject 
of two very important tax develop- 
ments in 1960. In Revenue Ruling 60- 
181, 1960-19 IRB 16, the Internal 
Revenue Service modified a pronounce- 
ment made in 1923 as to what foreign 
contacts a trust must have to be a for- 
eign trust for the purposes of Federal 
taxation. The other development has 
come from Congress; the Senate Finance 
part of the 
enacted Trust and Partnership Income 
Tax Revision Act of 1960, attempted to 
define foreign trusts for tax purposes 


Committee, as late un- 


ani at the same time proposed a limit 
on the tax advantages available through 
the use of such trusts. 

These two developments have high- 
lighted a growing interest in the use of 
these trusts as a means of tax saving and 
planning. This growing interest, how- 
ever, has taken place in spite of the 
fact that there has not been a statement 
of policy as to what foreign contacts 
or attributes a trust must have to be 
deemed a foreign-situs trust. Although 
1960 may turn out to be the year in 
which some of the tax advantages of 
foreign-situs trusts were eliminated, 
these trusts would appear to continue 
to offer other tax and non-tax advan- 
tages. Because of these other advantages, 
the developments of 1960 in this area 
may also be important for giving some 
indication as to what contacts will make 
a trust a foreign-situs trust for tax pur- 
poses. 
receives im- 


\ foreign-situs trust 


portant tax benefits. An inter-vivos trust, 
the income of which will not be taxed 
to the settlor under the Clifford rules,1 
gets the benefit of tax deferral, and, 
on some items, avoids tax completely. 
The rules governing the taxation of 
foreign-situs trusts are generally thought 
to be the same as those governing the 
taxation of nonresident aliens.2 Thus, 
under Section 871, if a nonresident 
alien (whether an individual or a trust) 
is not engaged in trade or business with- 
in the United States and is not present 
in the United States for 90 days within 
the taxable year, he is not taxed on any 
capital gains from sales effected while 
United 
States. On items of ordinary income, the 


he was not present in the 
nonresident alien is taxed at a flat 30% 
rate on gross income up to $15,400. On 
$15,400, 
the regular rates of tax established in 


gross ordinary income over 
Section 1 of the Code apply, with a 
minimum tax rate of 30%. 
if the nonresident alien is a citizen of 
a country with which the United States 
has a tax treaty, the treaty may change 
the rate of United States taxation on 
certain items of income, such as divi- 


However, 


dends on securities.* In any event, even 


1 IRC, Sections 671-678. 

2See Phillips, “Taxation of Foreign Estates and 
Trusts under the Internal Revenue Code of 1954,” 
4 JTAX 56; Roberts and Warren, Income Tazation 
of Non-resident Aliens and Foreign Corporations, 
Practising Law Institute, 1954, p. 10; Hammer- 
man, “Foreign-Situs Trusts—Defining the Unde- 
fined,” 38 Taxes 529, 530. 


%See, for instance, Article VII (limiting the 
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without a treaty, in addition to capital 
gains received while the nonresident 
alien is not present in this country, all 
interest on deposits with persons carry- 
ing on the banking business within the 
United States is exempt from United 
States taxation.4 

‘Foreign-situs trusts are usually estab- 
lished with the intention of having the 
income and capital gains received ac- 
cumulate until the trust terminates. 
Then, assuming the final distribution 
of the trust is made more than nine 
years after the date of the last transfer 
to the trust, the trust will not have any 
United States tax to pay, and it is 
possible that the beneficiary may also 
avoid paying any United States tax on 
this income, since the five-year throw- 
back rule of Section 666 does not apply 
to these accumulation distributions.5 


Revenue Ruling 60-181 


The Internal Revenue Service in Rev. 
Rul. 60-181 has reconsidered its posi- 
tion on what attributes a trust must 
have to be deemed a foreign-situs trust. 
Because of the benefits 
possible through the use of these trusts, 
this ruling is important in marking the 
Service policy as to what trusts may or 
may not receive these benefits. 


extensive tax 


The ruling involves a testamentary 
trust established in a foreign jurisdic- 
tion under the laws of that jurisdiction. 
The testator was a resident and citizen 
of the foreign jurisdiction and thus, un- 
der the United States tax law, would be 
deemed to be a alien. 
The beneficiaries would also be deemed 


nonresident 


nonresident aliens for the 
of the United States tax 
they are citizens and residents of a 


purpose 
law, as 


foreign jurisdiction. The trust res con- 
sists primarily of stocks and bonds of 
United States corporations and are held 
by trustees who are residents and citi- 
zens of the United States. The trustees 
hold the res in the United States and 
trade “extensively” in these stocks and 
bonds on domestic exchanges. From 
these trustees realize 
net long-term capital gains, which, as 
required by the terms of the trust, are 
added to the corpus of the trust. 


transactions, the 


United States tax on dividends paid to residents of 
the Netherlands to 15%) and Article VIII (ex- 
empting from United States tax interest derived 
from U. S. sources in certain instances) of the 
Income Tax Treaty between the Netherlands and 
the U. 8S. 

4 See Sections 871(a) (1) and 871(b). 

5 See Section 665(b) (4). See Altman and Kanter, 
“Senate Finance Committee Looks at Foreign- 
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On these facts, the trust is held to 
be a resident alien entity of the United 
States for Federal income tax purposes 
and thus subject to tax under Chapter 
1 of the 1954 Code. 


Place-of-creation rule 

This ruling (60-181) states that it is 
a modification of IT 1885,8 which held 
that a testamentary trust established un- 
der Canadian law by a testator who was 
a citizen and resident of Canada was a 
nonresident trust for United States tax 
purposes, subject to Federal tax only on 
United States source income. The trust 
in IT 1885 consisted of property held 
in both the United States and Canada 
was a resident of 
Canada. the trustee 
tained an office in the United States to 
facilitate the collection of income from 
the trust property, a portion of which 


by a trustee who 


However, main- 


income he paid to a beneficiary who 
was a resident alien of the U. S. 

IT 1885 that the rule that 
should be applied in determining the 


states 


status of a trust as a resident or non- 
resident has nothing to do with the 
status of the fiduciary as a citizen or 


Rather, the 


depends upon the place of its creation. 


alien. status of the trust 
“If it [the trust] owes its existence to 
the laws of a foreign country or of a 
political subdivision thereof, it is to be 
regarded as a nonresident alien.” Since 
the trust in question in IT 1885 owed 
its existence to Canadian law, it was 
nonresident alien trust. 
1923 and 1960 the Internal 


Revenue Service had 


held to be a 

Between 
issued a number 
of rulings in the area of foreign-situs 
trusts. These rulings dealt with particu- 
lar problems and did not attempt to 
establish a general definition of what 
attributes or foreign contacts a- trust 
must have to be deemed a foreign-situs 
trust. Thus, Rev. Rul 55-4147 discusses 
the of United 
States a Canadian 


effects of distributions 


source income by 


trust to United States beneficiaries with- 


out discussing why the trust is a 
Canadian trust. Similarly, Rev. Rul. 
56-308 discusses the taxability of a 


domestic beneficiary of a foreign trust 
without discussing why the trust is a 
foreign-situs trust. 

Situs Trusts,’’ 38 Taxes 585. 

® II-2 CB 164 (1923). 

7 1955-1 CB 385. 

5 1956-1 CB 646. 

® 1257-1 CB 286. 

10 132 F.2d 914 (CA-4, 1943). 

1 Rev. Rul. 57-245 would seem to show the Ser- 
vice’s agreement with the rationale of Jones 
Trust. The emphasis is not placed on any single 
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TABLE I: Comparison of Foreign and Domestic Contacts 


Contact IT 1885 
Place of establish- Foreign 
ment 
Tax status of Nonresident 
settlor alien 
Tax status of Resident 
beneficiary alien 
Tax status of Nonresident 
fiduciary alien 
Res of trust Unknown* 
Place where res In U.S.* 


held 


Dealings in res Rent collected 


in U.S. 
Holding on trust Nonresident 
tax status alien 


Jones Trust Rey. Rul. 60-181 


Foreign Foreign 
Nonresident Nonresident 
alien alien 
Nonresident Nonresident 
alien alien 


U.S. citizen 
and resident 


U.S. citizen 
and resident 


U.S. stocks U.S. stocks 
and bonds and bonds 
In USS. In US. 


Traded in U.S. Traded in USS. 


Resident alien Resident alien 


*From the discussion in the ruling, it would appear that the res consisted of real property located 


in the United States. 





Rev. Rul. 57-245,9 citing IT 1885, 
states that the status of the executor 
as a resident or nonresident will not 
control the tax status of an estate as a 
resident or nonresident. This, however, 
is quite different from the statement in 
IT 1885 that the status of a trust de- 
pends upon where it was created. Rev. 
Rul. 57-245 would thus seem only to in- 
dicate that the status of the fiduciary 
will not be controlling, without estab- 
lishing the rules that will govern what 
foreign contacts a trust or estate must 
have before it is deemed to be a foreign 
situs trust or estate. 

The courts have also dealt with this 
problem. In B. W. Jones Trust!® the 
court declared a trust established by a 
foreign (that is, a nonresident alien) 
settlor under English law for English 
beneficiaries (also nonresident aliens of 
the United States) was a resident trust 
of the United States. This holding was 
based on the facts that 90% of the 
trust res (securities of corporations or- 
doing business in the 
United States) was held by a trustee 
(who was a citizen of the United States) 
in the United States and the trustee 
traded extensively in these securities on 
United States exchanges.11 

Rev. Rul. 60-181 states that it is ap- 
plying the rationale of the Jones case 
to the facts before it. The situation 
presented for advice in Rev. Rul. 60-181 


ganized and 


factor but on the cumulation of all factors. Thus, 
Rev. Rul. 57-245 appears only to point out that 
many factors must be investigated before a trust 
is deemed to be either a domestic or a foreign 
trust. See also Muir, 182 F.2d 819 (CA-4, 1950) 
and American Trust Co. v. Smyth, 247 F.2d 149 
(CA-9, 1957). These two cases involved trusts 
with both foreign and domestic contacts. In both 
eases, however, the court was not called upon to 


was similar to that in the Jones case. 
The situation in IT 1885 was slightly 
different. The accompanying table pre- 
sents the basic attributes (or possible 
foreign contacts) that have been empha- 
sized in an investigation of whether a 
trust is a domestic trust or a foreign 
trust. Under each column there is listed 
the domestic or foreign contact present 
in the ruling or case heading the col- 
umn. In this way, the facts in the three 
principal pronouncements on foreign- 
situs trusts can be compared. 

The facts in Jones Trust and Rev. 
Rul. 60-181 are exactly alike in their 
essential aspects. One difference between 
Rev. Rul. 60-181 and IT 1885 appears 


in the tax status of the beneficiaries. 
However, in the cases of Muir and 
American Trust Co. v. Smyth! the 


status of the beneficiary was said to be 
of little importance. The Service appar- 
ently agrees with this principle.18 

The facts also differ with respect to 
the tax status of the fiduciary. Rev. Rul. 
57-245 had, prior to Rev. Rul. 60-181, 
established the rule that the tax status 
of the fiduciary will not control the 
tax status of the trust. Thus the status 
of the fiduciary alone will not change 
the tax status of a trust. Finally, the 
differences in the res of the trust would 
not appear to be sufficient to give con- 
flicting results in these situations. If 
anything, the fact that the trust res in 
decide whether the trust was a foreign- or domes- 
tic-situs trust. The opinions give some indication 
about the elements of a trust that a court will 
place emphasis upon in deciding the residency of 
that trust. Of these elements, it appears that the 
residency of the beneficiaries is of almost no im- 
portance. Also, little emphasis is given to the 


residency and citizenship of the settlor. Rather, 
the predominant elements appear to be the place 
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IT 1885 may have consisted of real 
property located in the; United States 
would have been a strong reason to 
deem that trust a domestic trust for tax 
purposes. 

Under the rule established in IT 1885 
all three of the above trusts could be 
deemed to be foreign-situs trusts be- 
cause all three owe their existence to 
the laws of a foreign country. Thus, a 
result in Rev. Rul. 60-181 
necessitated either a statement that the 
present ruling could be distinguished on 
the facts or that it represents a modifi- 
cation of IT 1885. Although either al- 
ternative was possible, the Service de- 
cided to modify IT 1885. This modifi- 
cation, however, does not represent a 


contrary 


drastic change in policy, for in the 
period between 1923 and 1960 the Gov- 
ernment had eroded the principle of 
[T 1885 through various rulings and by 
the arguments it had urged in court 
cases. Rev. Rul. 60-181 only culminated 
the process by stating that complete re- 
liance will no longer be given to simply 
the place of creation in determining 
the residency of a trust. 


H.R. 9662—definition of situs 


H.R. 9662,14 the Trust and Partner- 
ship Income Tax Revision Act of 1960, 
was reported out of the Senate Finance 
Committee with some provisions that 
would greatly affect foreign-situs trusts. 
Section 110 (f) of the act, containing the 
amendments to Section 665 of the Code, 
defines a foreign trust. If it had been 
the first 
time such a trust was defined in Chapter 
l of 
that a foreign trust is any trust created 
resident of the United 
States that is subject to United States 
tax only, pursuant to Section 871, or 
would be subject to United States tax 
only, pursuant to Section 871, if the 


trust 


enacted, it would have been 


the Code.15 The subsection stated 


by a citizen or 


had income from sources within 


the United States. This, however, is not 
really a definition at all. In essence, the 
definition says a foreign trust is a for- 
eign-situs trust, as all previous attempts 
at definitions have centered on the fact 
that the trust must qualify as a nonresi- 
dent alien to obtain the tax advantages 
granted under Section 871.16 
f creation, the status of the trustee, the location 
of the trust res, and how the trustee deals with the 
trust res. 

See fn. 11. 

See Rev. Rul. 55-414, cited at fn. 2, and Rev. Rul. 
56-30, cited at fn. 8. 

‘86th Cong., 2d Sess. (1960). 

There is a definition of a foreign-situs trust in 
Section 1493 as part of the chapter taxing trans- 


The Senate Report does not expand 
on the definition of a foreign trust as 
contained in the act; it simply states 
that a foreign trust is a trust that is 
subject to United States tax only as a 
nonresident alien. The Report, however, 
gives an example of a foreign trust, and 
this example is quite helpful in dis- 
covering what foreign contacts a trust 
must have to be deemed a foreign-situs 
trust. The Report states: “A trust cre- 
ated by a U. S. citizen in a foreign 
country with a nonresident alien as 
trustee would, therefore, be treated as 
a foreign trust.”17 Thus, in the Com- 
mittee’s thinking, all that is necessary 
to have a trust is (1) 
creation outside the United States and 
(2) a nonresident alien as trustee. 

If these two factors were applied to 
the fact in IT 1885, Jones Trust, and 
Rev. Rul. 60-181, these three holdings 
would remain the same. Only in IT 
1885 trust created 
the United States and the trustee a non- 
resident 


foreign-situs 


was the outside of 


the other two, the 
created in a foreign 
country, had as trustee either a citizen 
or a resident of the United States. 

The Report supports Rev. Rul. 60-181. 
Although the determinations in IT 
1885, Jones Trust, and Rev. Rul. 60-181 
would not be changed by the test set 
up in the Report, the Report rejects 
the idea that the place of creation is the 
controlling factor and, therefore, agrees 
with Rev. Rul. 60-181. The Report, 
however, goes beyond Rev. Rul. 60-181 


alien. In 
trust, although 


by setting up at least two explicit for- 
eign contacts a trust must have to be a 

Whether a 
foreign 


foreign-situs trust. trust 


needs additional contacts is 
not set forth, but it would appear that, 
to be a foreign-situs trust, a trust must 
be created outside the United States and 
have a nonresident alien as trustee. Thus 
1885 
would be a foreign-situs trust. A trust 
similar to the trusts in Rev. Rul. 60-181 
and jones Trust would continue to be 


the 


a trust similar to the trust in I] 


resident trusts because of resident 
trustee. 

Another provision of H.R. 9662 that 
would have affected foreign trusts was 
110(b) as an 


amendment to Section 665(b) of the 


contained in Section 


fers made to avoid income tax. (This is Chapter 
5.) Foreign trust is there defined as a trust that 
would not be subject to United States tax on the 
sale of its property. Like Section 110(f) of H.R. 
9662, the definition in Section 1493 only describes 
what is one of the consequences of a foreign trust. 
16 See fn. 2. 

17 Senate Report No. 1616, 86th Cong., 2d Sess. 60 
(1960). 
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[Mr. Hammerman is associated with the 
Chicago law firm of Rudnick and Wolfe. 
He is a member of the Illinois bar and 
was formerly connected with the Ameri- 
can Law Institute.) 





Code. This section would have elimi- 
nated certain classes of income of for- 
eign trusts from the exceptions to the 
throwback rule distribution 
of such a trust is made to a beneficiary 
who or resident of the 
United States. These classes of income 
include the 


where a 


is a citizen 
from sources 
side the United States and capital gains 
(to the extent exceed capital 
losses) that were not subject to tax 
under Section 871.18 These essentially 
are the two classes of income not sub- 
ject to United States tax under Sec- 
tion 871. the Senate 
included a provision designed to pre- 
vent the avoidance of United States tax 
on income received by citizens and resi- 
dents of the United States. If these pro- 
visions are ever enacted, they will ef- 
fectively limit one of the tax advan- 


income out- 


they 


Thus, in effect, 


tages of foreign-situs trusts. 

The the 
throwback rule to income not subject 
to United States tax did not 
come exempt United 
through the provisions of a 


proposed application of 
include in- 
from States tax 
tax treaty. 
Nor, did it apply to income that bears 
a lower rate of United States tax be- 
cause of a tax treaty. Finally, the pro- 
posal did not apply to interest income 
a foreign-situs trust may receive from 
deposits with persons carrying on the 
banking business, or to income received 
and accumulated by the trust five years 
or more prior to the trust termination. 

These exceptions appear to be based 
upon the theory that the proposed pro- 
vision was only intended to tax income 
that might otherwise avoid United States 
tax. Treaty income and bank interest 
does not appear to fall into this cate- 
gory, since this income bears a differ- 
ent rate of tax by reason of legislative 
policy. these 
special types of income at lower rates 
than they would normally bear. To in- 


Congress chose to tax 


clude income from these sources in dis- 
tributable net income for the purposes 
of undistributed net income when ap- 


18 See Section 110(g¢) of H.R. 9662 as reported by 
the Senate Finance Committee. This section in- 
cludes capital gains (to the extent they exceed 
capita) losses or were not subject to tax under Sec- 
tion 871) in the distributable net income of a for- 
eign trust for the purposes of determining undis- 
tributed net income as defined in Section 665(a). 
See also Altman and Kanter, article cited at fn. 
14, 
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plying the throwback rule frustrates that 
Congressional policy. Thus, although 
this income has not borne the full ex- 
tent of United States tax, such lower 
rate of tax appears to be not “avoid- 
ance” but a matter of legislative grace. 

If it had passed, H.R. 9662 would 
have affected the tax advantages of for- 
eign-situs trusts. To a great extent the 
advantage of tax avoidance would have 
been lost. On the other hand, foreign 
trusts would still have been available 
for use as instruments of tax planning 
and tax deferral. Thus, foreign-situs 
trusts would retain the advantage of the 
use of either completely or partially tax- 
that 
without United States tax consequences. 


free dollars could be reinvested 
Calculated on the basis of compound 
rates of interest, this advantage of tax 
deferral can be substantial. 

If legislation similar to H.R. 9662 
is passed, it is possible that foreign- 
situs trusts in the future will be estab- 
treaty countries rather than 
if such a trust intends to 
U.S. holdings. Such a 
choice of situs will depend on whether 
the advantage of the termination ex- 
ception to the throwback rule, for in- 
stance, is more important than tax-free 
accumulations in a tax haven. These 
are decisions that will be made only on 
the basis of possible rates of return, 


lished in 
“tax havens,” 


have extensive 


the level of tax in the situs country, and 
the period of time the trust is to be 
in existence. 

Rev. Rul. 60-181 and the Senate 
Finance Committee Report have given 
some indication of the foreign contacts 
essential to the status of a foreign-situs 
Rev. Rul. 60-181 holds that a 
trust, even though established under 
foreign law, will be a resident trust for 


trust. 


Federal tax purposes if the trust res 
consists principally of securities of 
United States corporations and such se- 
the United States 
and traded on domestic exchanges by a 
trustee 


curities are held in 


and resident 
of the United States. Significantly, no 
mention 


who is a citizen 
tax status of 
the settlors or beneficiaries. 

The Senate Finance Committee Re- 
port! 


is made of the 


places its emphasis on two 


grounds. First, it mentions the fact of 


creation outside of the United States. 
29 See fn. 17. 

20 See fn. 9. 

21 See also IT 1885, cited at fn. 6, which stated that 
the status of the fiduciary has nothing to do with 
the status of the trust. The Senate Finance 
Committee Report may cast some doubt on this 
statement by its emphasis on the trustee. 
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Rev. Rul. 60-181 explicitly states that 
this will not be the controlling element. 
Then, the Report refers to the use of a 
nonresident alien as trustee. Rev. Rul. 
60-181 is different in this respect, as the 
situation there involved a United States 
citizen and resident as trustee. However, 
Rev. Rul. 57-24520 had held that the 
status of the fiduciary would not be con- 
trolling.2! The Report also mentions the 
factors of United States settlors and bene- 
ficiaries but still deems the trust to be 
a foreign trust. Thus, it would appear 
that the classification of a trust does not 
depend on the tax status of the settlors 
or beneficiaries. 





Collating these rules and pronounce. 
ments, it appears that no one fact alone 
will make a trust with foreign contacts 
a foreign-situs trust. Rev. Rul. 60-18] 
seems to clearly point that out by its 
modification of IT 1885. However, the 
combination of several foreign contacts 
improves the chances of a trust being 
deemed a foreign-situs trust. Apparently 
the most crucial foreign contacts are (1) 
established under foreign law, (2) a non- 
resident alien of the United States as 
trustee, and (3) the trust res held out- 
side of the United States. Other foreign 
contacts are helpful, but probably not 
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Lifetime gifts offer larger tax savings 


than charitable bequests of art works 


by DAVID P. WOOD, JR. 


The tax effect of giving a work of art as a gift is so clearly set forth in the Code, 


the Regulations, and case decisions that high-bracket art owners can choose between 


lifetime gifts and testamentary gifts with a certainty unusual in tax matters. Life- 


time gifts so frequently result in larger savings that they are increasingly popular. 


In his analysis Mr. Wood includes specimen forms for making such gifts. 


yen OWNERS OF VALUABLE works of art 
are frequently willing to lend them 
to museums for exhibition over long 
periods. Some of these lenders find sat- 
isfaction in retaining ownership and 
would not consider an outright gift. 
But many of them, on realizing the tax 
benefit of a gift of even a limited inter- 
est, are eager to end their exclusive own- 
ership. Certainly the tax opportunities 
in such gifts should be clearly explained 
to art owners who have shown a will- 
ingness to make their works of art ac- 
cessible to the public. 


Gift v. sale 

The wealthy owner of paintings or 
other art works that have 
substantially in value rarely makes sales. 
He has no need for the cash, and a 
sale would only bring a huge tax. How- 
ever the idea of a lifetime gift is prob- 
ably not new to him. If the collector 
has been a supporter of charitable and 
educational institutions, he has _ prob- 
ably had pointed out to him the ad- 
vantages of a gift of appreciated prop- 
erty over a gift of cash. Assume that a 
taxpayer desires to make a gift of $200 
to a particular charity and has property 
of such value in which his cost basis is 
$100. If the donor sells the property, 


increased 


he will realize $100 of capital gain, 
which will result in taxes of $25 at the 
maximum effective rate for capital gains. 
If the property is given to the charity 
and then sold by the charity, no tax 
will result. Such a procedure can be 
followed even if the donor has entered 
into a contract to sell the property that 
is the subject of the gift and donates 
this property to a charity anticipating 
that the charity will execute the con- 
tract. [It is submitted that Court Hold- 
ing Co. (324 U.S. 331, 1945) does not al- 
ter this result.] Where the property that 
is the subject of the gift is held by the 
donor for sale in a trade or business, 
certain adjustments must be made in 
order to avoid a double deduction. See 
Regulations 1.170-1(c). 


Gift v. bequest 


Wealthy colle.:ors usually plan to 
give much of their art work to tax-ex- 
empt institutions, museums, universi- 
ties, foundations, and the like. Leaving 
it to their families would attract so 
heavy an estate tax that the heirs would 
very likely be forced to sell anyway. 
The art collector in this position is 





[Mr. Wood is a partner in the Chicago 
law firm of McDermott, Will & Emery.| 
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FORM A: Deed of gift of one-fourth interest 


I, JOHN DONOR, of South West- 
bend, Illinois, am the ow:er of the 
painting hereinafter described and I 
desire to give to SOUTH WEST- 
BEND MUSEUM, of South West- 
bend, Illinois, an undivided one- 
fourth interest in said painting. To 
carry Out my purpose and vest im- 
mediately in said SOUTH WEST- 
BEND MUSEUM the title and own- 
ership in an undivided one-fourth 
interest in said painting, I do hereby 
give, assign, transfer and deliver to 
said SOUTH WESTBEND MU- 
SEUM an undivided one-fourth in- 
terest in said painting, which is de- 
scribed as follows: 
TOM SAWYER 
by Pablo Rivera 
It is my purpose to vest in said 
SOUTH WESTBEND MUSEUM the 
absolute ownership of an undivided 
one-fourth interest in said painting 
at this time, it being understood that 
said SOUTH WESTBEND MU- 
SEUM shall have rights of possession, 
dominion and control of said paint- 


ing for that number of months during 
any twelve-month period after the 
date hereof which the interest of said 
SOUTH WESTBEND MUSEUM 
bears to the entire interest, said 
SOUTH WESTBEND MUSEUM to 
have the sole discretion to decide the 
months during which it will exercise 
such rights. 

In Witness Whereof, I have here- 
unto set my hand and seal this 
day of , 196 
Mace (Seal) 
John Donor 


STATE OF ILLINOIS ) 
) SS. 
COUNTY OF WESTBEND ) 

I, JANE SMITH, a Notary Public, 
certify that JOHN 
DONOR, personally known to me 
to be the same person whose name 


do hereby 


is subscribed to the foregoing instru- 
ment, appeared before me this day 
in person and acknowledged that he 
signed and delivered the said instru- 
ment as his free and voluntary act, 


for the uses and purposes therein set 
forth. 

Given under my hand and seal this 

day of , 196 

Notary Public 

The above described gift is ac- 
cepted by me on behalf of SOUTH 
WESTBEND MUSEUM, of South 


Westbend, Illinois, this day of 
, 196 
President 
STATE OF ILLINOIS ) 
) SS. 


COUNTY OF WESTBEND ) 

I, WILLIAM BROWN, a Notary 
Public, do hereby certify that 
ey appeared before me this 
day of .., 196..., and 
stated that he is the duly elected 
President of SOUTH WESTBEND 
MUSEUM and authorized to accept 
gifts on behalf of said SOUTH 
WESTBEND MUSEUM. 


Notary Public 





FORM B: 


I, JANE DONOR, of South West- 
bend, Illinois, am the owner of the 
painting hereinafter described and I 
desire to give to SOUTH WEST- 
BEND MUSEUM, of South West- 
bend, Illinois, an undivided one- 
fourth interest in said painting, sub- 
ject to my right to retain, use and 
enjoy said painting for and during 
my natural life. To carry out my 
purpose and vest immediately in said 
SOUTH WESTBEND MUSEUM the 
title and ownership in an undivided 
one-fourth interest subject to those 
certain rights reserved by me in said 
painting, I do hereby give, assign, 
transfer and deliver to said SOUTH 
WESTBEND MUSEUM an un- 
divided one-fourth interest subject to 
my right to retain, use and enjoy for 
and during my natural life said paint- 
ing which is described as follows: 
TOM SAWYER 
by Pablo Rivera 
It is my purpose to vest in said 
SOUTH WESTBEND MUSEUM 
absolute ownership of an undivided 
one-fourth interest in said painting 


at this time, subject to the rights re- 
served by me, it being understood 
that said SOUTH WESTBEND MU- 
SEUM shall have the right of access 
to said painting from time to time 
during my life for the purpose of in- 
spection. 

In Witness Whereof, I have here- 
unto set my hand and seal this 
day of , 196 

(Seal) 

Jane Donor 


STATE OF ILLINOIS ) 
) SS. 
COUNTY OF WESTBEND ) 

I, JANE SMITH, a Notary Public, 
do hereby certify that JANE 
DONOR, personally known to me 
to be the same person whose name 
is subscribed to the foregoing instru- 
ment, appeared before me this day 
in person and acknowledged that she 
signed and delivered the said instru- 
ment as her free and voluntary act, 
for the uses and purposes therein set 
forth. 


Deed of gift of one-fourth interest, life estate retained 


Given under my hand and seal this 
day of , 196 
Notary Public 


The above described gift is ac- 
cepted by me on behalf of SOUTH 
WESTBEND MUSEUM, of South 
Westbend, Illinois, this day of 

, 196 


President 


STATE OF ILLINOIS ) 
) SS. 

COUNTY OF WESTBEND ) 
I, WILLIAM BROWN, a Notary 

Public, do hereby certify that 
appeared before me this 
day of , 196. , and 
stated that he is the duly elected 
President of SOUTH WESTBEND 
MUSEUM and authorized to accept 
gifts on behalf of said SOUTH 

WESTBEND MUSEUM. 


Notary Public 
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frequently very happy to make chari- 
table gifts during his lifetime, particu- 
larly when it is pointed out that the 
lifetime gifts 
greater than on charitable bequests. 

In comparing the tax aspects of the 
lifetime charitable gift with the testa- 
mentary charitable bequest, the tax ad- 


tax-saving on may be 


visor looks at the position of the indi- 
vidual beneficiaries under the will of 
the donor. By how much, net after tax- 
saving, is the estate depleted by a life- 
time gift as compared with a bequest? 
For example, assume that the gift is 
a painting worth $100,000 and that the 
donor is in a top effective income tax 
bracket of 87% and can expect that his 
will be in the top tax 
77%. The cost to the bene- 
the estate if the 
painting is the subject of a testamen- 
tary charitable bequest will be $23,000, 
the that 


estate estate 
bracket of 


ficiaries of donor’s 


amount would remain after 
taxes if the painting passed to non- 
However, since 


the effect of lifetime charitable gifts is 


charitable beneficiaries. 
to increase the donor’s estate by the 
amount of income taxes saved as a re- 
sult of the gift, the cost to the benefi- 
ficiaries of a lifetime gift is much less. 
If the owner makes a charitable gift 
during his lifetime, he reduces his in- 
$87,000. Thus his estate 
will include the cash of $87,000 instead 
of the painting. After estate tax of 77% 
the heirs will get $20,010. A bequest to 


come tax by 


charity nets the heirs nothing; leaving 
the painting to the heirs will net them 
after taxes $23,000; giving the painting 
charity the 
heirs $20,010. 


to a during life will net 


Gifts of limited interests 

Rev. Rul. 57-293, 1957-2 CB 153 dis- 
cusses three possible types of transfers 
of art objects: 

1. Transfer to a museum by deed of 
gift with right to possession reserved by 
life. 

2. Transfer to a museum by deed of 
gift of an undivided interest in the art 
object. 


the donor for 


3. Transfer to a museum by deed of 
gift of an undivided interest in the art 
object with right to possession reserved 
time 
entire interest in the art object is trans- 


by the donor until such as the 


ferred to the museum. 


The ruling holds that the transfer 
described in (1), if made by a properly 
executed and acknowledged deed of gift, 
will result in‘ an income tax deduction 
equal to the present value of the re- 
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mainder interest in the art object. 
Transfers of the type described in (2) 
will also result in deductions equal to 
the value of the undivided ii:terest that 
is the subject of the gift if the deed of 
gift contains unequivocal language of 
a present gift and transfers to the donee 
rights of possession, dominion, and con- 
trol of the property consistent with the 
interests of the donor and donee. By 
way of example, the ruling states that, 
if a one-fourth undivided interest is 
given, then by the terms of the deed 
of gift the donee must be entitled to 
possession of the art object for three 
months out of the year. Transfers of 
the type described in (3) are held not 
to constitute an allowable deduction be- 
cause of a lack of certainty. The Regu- 
lations (1.170-1(e)) deny a deduction in 
connection with this type of transfer. 

Two forms of deed, set forth in the 
accompanying box, will meet the re- 
quirements of the ruling. Form A cov- 
ers an undivided interest in a painting, 
and Form B is designed to convey an 
undivided interest subject to a life es- 
tate in the donor. 

Rev. Rul. 58-455, 1958-2 CB 100, en- 
larges somewhat upon Rev. Rul. 57-293. 
It concerns a gift of only a half interest. 
The donor there gave to an organiza- 
tion, described in Section 170(c), a one- 
half interest in an art object and re- 
tained the right to custody and control 
of the art object during his lifetime. A 
deduction was held allowable the 
present value of the remainder interest 
in the portion transferred. Rev. Rul. 
57-562, 1957-2 CB 159, although not 
dealing specifically with art objects, 
holds that a gift in trust for the life of 
named beneficiaries and the remainder 
to a Section 170 organization results in 
an income tax deduction in the year of 
transfer equal to the value of the re- 


for 


mainder interest. 


To or for the use of 


170 of the Code 
individual to deduct the value of chari- 
table contributions to the extent of 20% 
of the taxpayer’s adjusted gross income 
with an amount equal to an additional 
10% of adjusted gross income being 
allowable for contributions made to or- 
ganizations that may be described gen- 
erally as churches, schools, and hospitals. 
It should noted that Regulation 
1.170-2(b)(3) in discussing educational 
organizations points out that the opera- 
tion of a school by a museum does not 
qualify the museum as an educational 


Section allows an 


be 








organization. A previous ruling to the 
contrary (Rev. Rul. 55-219, 1955-1 CB 
28) was revoked by Rev. Rul. 56-262, 
1956-1 CB 131. It should also be noted 
that a distinction is drawn between gifts 
qualifying for the 20% category and 
those qualifying for the 10% category 
based on the language of Section 170- 
(b)(1)(A), which describes contributions 
“to” the organization described therein, 
and Section 170(c), which defines chari- 
table contributions as contributions or 
gifts “‘to or for the use of” certain de- 
fined entities. Thus, a gift in trust such 
as is described in Rev. Rul. 57-562 
would apparently not qualify for a de- 
duction in the 10% category regardless 
of the donee. 


Gift and estate tax 


It is perhaps worthy of mention that 





a Rd 





— -- er 


a gift tax return must be filed for all | 


transfers where the value of the prop- 
erty $3,000, even 
though no tax will be due. 

As .regards lifetime gifts with the 
right to possession reserved by the donor 
for life, consideration should be given 
to the effect of such a reservation. If 
it is important that the estate meet the 
tests set forth in Section 303(b)(2)(A), 
dealing with the redemption of stock 


transferred exceeds 


ore 


Sr 


to pay death taxes, the reservation of | 
a life estate, although it does not affect | 
the donor’s taxable estate, does increase | 


the gross estate and makes the 35% 
requirement of the section more difficult 
of attainment. In Rev. Rul. 55-275, 
1955-1 CB 295, the Commissioner held 
that, where a decedent has transferred 
property, retaining a life interest there- 
in, such property should be reported in 
the estate tax return and a deduction 
claimed under the schedule 
table gifts and bequests. 
Similar considerations apply if it is 
desirable to qualify under tests set forth 
in Section 6166, dealing with the install- 
ment payment of estate taxes. * 


for chari- 


New decisions 





*U. S. Supreme Court upholds premium 
payment test. The insured assigned four 
insurance policies to his wife in 1936, 
effectively divesting himself of all inci- 
dents of ownership in the policies. How- 
ever, he continued to pay the premiums 
until his death on July 15, 1954, shortly 
before the effective date of the 1954 
Code. The Service determined that the 
portion of the proceeds attributable to 














premil 
Janua 
his est 
becaut 
self o 
1936 
tionec 
under 
the C 
tainec 
ing il 
the p 
of hi 
tax V 
proce 
trans! 
out a 
Cour! 
ing t 
not ¢ 
tax. 
ered 
word 
a res 
passi 
direc 
feree 
“mat 
proc 
by tl 
ment 
his d 
ing’ 
dece: 
tax. 
of tl 
pren 
1954 
clusi 
ship 
ceivi 
€xec 
Ban 


Beq 
clain 
divo 
wife 
agre 
Yor! 
arra 
amo 
wou 
tate 
so ] 
that 
as Cc 
In 

clai 
tors 
date 
ten 
lege 


the 


CB 


' 


-262, | 


oted 
gifts 

and 
OT) 
170 
tions 


rein, 


hari- | 


iS OF 
1 de 
such 
1-562 
i de- 


dless 


that 
r all 
Trop 


even 


the 
ONO! 
riven 
1. If 
t the 
)(A), 
stock 
n of 
iffect 
rease 
35% 
icult 
-275, 
held 
rred 
here 
d in 
tion 


hari 


it is 
orth 
stall 


lium 
four 
1936, 
inci 
Low 
iums 
ortly 
1954 
the 


e to 


; 


7 


} 
} 


, 
: 





premiums paid by the insured after 
January 10, 1941, should be included in 
his estate. His executor contended that 
because the decedent had divested him- 
self of all interest in the policies in 
1936 the tax constituted an unappor- 
tioned direct tax on property, invalid 
under Article I, Sections 2 and 9, of 
the Constitution. The district court sus- 
tained the taxpayer’s contention, assert- 
ing in its opinion that “no transfer of 
the property . occurred at the time 
of his death,” and concluded that the 
tax was, therefore, a direct tax on the 
rather than on the 
not be levied with- 
The U. S. Supreme 
district court, hold- 


proceeds themselves 
transfer and could 
out apportionment. 
Court reversed the 
ing that the tax was on the transfer, 
not on the proceeds, and not a direct 
tax. Chief Justice Warren, who deliv- 
ered the opinion, reasoned that the 
word “transfer” cannot be taken in such 
a restricted sense as to refer only to the 
passing of particular items of property 
directly from the decedent to the trans- 
The “transfer” is the 
“maturing of the beneficiaries’ right to 
proceeds,” the last step in a disposition 
by the insured that began with the pay- 
ment of premiums and was completed by 
his death. The tax is laid on the “ ‘ripen- 
ing’ at death of rights paid for by the 


” 


feree. taxable 


decedent” and is properly a “transfer 
tax, not a direct tax within the meaning 
of the Constitution. [The “payment of 
premiums” test was abandoned in the 
1954 Code, which reverted to the ex- 
clusive use of the “incidents of owner- 
ship” test with respect to proceeds re- 
ceivable by beneficiaries other than the 
executor.—Ed.] Manufacturers National 
Bank of Detroit, Sup. Ct., 6/13/60. 


Bequests to sons held deductible as 
claims. In 1933 John Geary procured a 
divorce in Japan. In the same year, his 
wife Camille procured a_ separation 
agreement and custody order in New 
York. In 1937 counsel for the parties 
arranged a settlement that provided, 
among other things, that Mr. Geary 
would leave one-quarter of his net es- 
tate His will 
so provided. The executors contended 


to each of his two sons. 
that the payments were made to the sons 
as creditors of the estate, not as legatees. 
In the probate proceedings the sons’ 
claims were treated as those of “credi- 
tors” and 6% interest was granted from 
date of death. The Commissioner con- 
tended, however, that the sons took as 
legatees under the will, and the dis- 


trict court agreed with the Commission- 
er. The court of appeals reversed the 
district court and agreed with the ex- 
ecutors that the amounts were prop- 
erly deductible as claims. The sons could 
have recovered as creditors of the es- 
tate if the decedent had failed to per- 
form his part of the settlement agree- 
ment and they should be in no worse 
position because the decedent did what 
he had promised to do. Beecher, CA-3, 
6/24/60. 


*Minor’s trust won’t qualify for 2503 ex- 
clusion if action at 21 is required. In a 
new ruling the Service clarifies Rev. 
Rul. 54-144 and holds that a gift to a 
minor by means of a trust which pro- 
vides that the beneficiary, upon reach- 
ing age 21, may compel immediate dis- 
tribution of the trust or may elect to 
extend the term of the trust and re- 
ceive distribution of the corpus accord- 
ing to provisions set forth in the trust 
instrument is not considered to be a gift 
of a present interest so as to qualify 
under Section 2503(c) for the gift tax 
exclusion. It is permissible to provide 
that the beneficiary may extend the term 
of the trust upon such conditions as he 
may freely choose but it is essential that 
the beneficiary have the unequivocai and 
unconditional right to receive the trust 
property upon reaching age 21 without 
the necessity for affirmative action on 
his part. Rev. Rul. 60-218. 


Settlor’s rights to substitute trustees re- 
sults in estate tax on corpus. Decedent 
created an inter vivos trust for the bene- 
The trust 
agreement required the trustee to pay 
the beneficiary the entire net income of 
the trust and distribute one-half of the 
principal at age 30 and the balance at 
age 35. The trustee, upon the written 
request of the beneficiary, had authority 
to make 


fit of her granddaughter. 


advances of distribution of 
such part or all of the principal as the 
trustee, in trustee’s sole judgment and 
discretion, shall deem prudent and ad- 
visable. Under the terms of the agree- 
ment, decedent had expressly reserved 
the right to remove the trustee or any 
successor trustee and to designate suc- 
cessors. The value of the trust property 
was held includible in decedent’s gross 
estate under the authority of Lober (346 
U.S. 335, 1953). The enjoyment of the 
trust property was subject to change by 
the exercise of the trustee’s discretion- 
ary authority to distribute principal 
upon the beneficiary’s request. The de- 
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cedent’s authority to substitute herself 
as trustee brings the trust within the 
scope of the 1954 Code. Walter, DC 
Ohio, 5/27/60. 


Trusts for minor children fail to qualify 
for exclusion. Husband and wife estab- 
lished four similar trusts, one each for 
the benefit of their four minor children. 
Each agreement provided for distribu- 
tion of the entire corpus and any ac- 
cumulated income at age 21 and also 
provided that, if the beneficiary died 


before attaining that age, the trust 
would continue for the benefit of such 
child’s living descendants until they 


respectively reached age 21, but if the 
child died prior to age 21 without a 
descendant surviving, the corpus and 
accumulated income was to be divided 
equally among the other three trusts. 
The Commissioner disallowed 
clusions, 


the ex- 
the Tax Court agreed 
with the Commissioner. The agreements 


and 


were not drafted in conformity with the 
requirements of 1954 Code Section 2503- 
(c); in the event of the death of the 
beneficiary before attaining age 21, the 
respective trust estate would not pass 
“to the estate of the donee or as he 
may appoint under a general power of 
appointment.” Heath, 34 TC No. 59. 


Bequests of indefinite amounts fail to 
qualify for charitable deduction. Dece- 
dent’s mother died in 1924, leaving a 
will establishing a trust for the benefit 
of designated individuals and for the 
eventual benefit of charity. One purpose 
of the trusts was the erection of a me- 
morial arch at the entrance to Liberty 
Park in Salt Lake City, Utah, at a cost 
“not to exceed” $50,000. A further pur- 
the erection of a women’s 
dormitory at the University of Utah 
at a cost that “shall not exceed” $200,- 
000. The trust was includible in dece- 
dent’s gross estate when she died in 
1955, and the executor of her estate 
claimed a charitable deduction for the 
discounted value of the two charitable 
bequests mentioned in decedent’s 
mother’s will. It was held that no de- 
duction was allowable, even though evi- 
dence was adduced at the trial indica- 
ting that the trusteee would cause the 
memorial arch and the dormitory to be 
erected when the terms of the trust ma- 
tured. The phrases “not to exceed” and 
“shall not exceed” lacked the certainty 
necessary to qualify bequests for the 
charitable deduction. Utley, DC Calif., 
5/6/60. 


pose was 
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Tax on workers’ travel still not settled: 
9 


new Rev. Rul. not final answer 


by L. CHARLES JOHNSON 


Rev. Rul. 60-189 spells out at great length the IRS position on travel expense of 


construction workers. However, as Mr. Johnson shows, it is based on the temporary- 


indefinite rule, which has never been passed on by the Supreme Court and which, 


in his opinion, is invalid. Nor does the ruling consider a good many other tax 


problems of the construction worker: meals, daily travel to the job site, etc. Mr. 


Johnson analyzes the case law and the IRS position on these points. 


R™ Rut. 60-189 ANALYZES the tax 
situation of two workers. The tax- 
payer in the first case is a construction 
worker, such as a welder. He is not regu- 
larly or continuously employed by any 
single concern. He is a member of the 
local union for his trade in a particular 
city and maintains his regular place of 
abode in or near that city. He usually 
works in and around that city when 
work is available there but at times, be- 
cause of a shortage of work there or for 
other valid business reasons, he accepts 
employment elsewhere for 
periods. The location and duration of 
his employments elsewhere require him 
to obtain lodging near each such project 
site, but none of his distant employ- 


various 


ments is expected to extend, or does in 
fact extend, for as long as one year at 
any particular location. 

The second case differs from the first 
mainly in that for a substantial period 
the taxpayer has rarely worked in or 
near the city where he maintains his 
union membership and regular place 
of abode. He does, however, utilize his 
local union to obtain work wherever it 
is available. For valid business reasons 
he accepts employment away from the 
city of his regular place of abode, such 
employment being expected to extend 
or in fact extending for as long as one 
year at any particular location. 

These workers seek to deduct travel 
expense under Section 162(a), which 
allows the deduction of ordinary and 
necessary expenses incurred in carrying 
on a trade or business. Listed in that 


section are “traveling expenses (includ- 
ing the entire amount expended for 
meals and lodging) while away from 
home.” 

It has been the position of the In- 
ternal Revenue Service, the ruling notes, 
that a construction worker like any other 
taxpayer similarly situated, incurs de- 
ductible traveling expenses while away 
from home if he is able to show that he 
has a home for such purposes. 

Two major refinements of the basic 
rule that a taxpayer’s home is located 
at his post of duty have long been recog- 
nized. A taxpayer who has two occupa- 
tions is held to have his home at his 
principal business location. The second 
refinement had its origin in the 1943 
decision in Charles D. Coburn (138 F.2d 
763), which holds that a taxpayer con- 
tinues to have his home at his regular 
post of duty if only temporarily em- 
ployed at a location away from “the 
place where he is regularly employed or 
customarily carries on business during 
he taxable year.” 

Decisions of the Tax Court, the rul- 
ing notes, have repeatedly held that ap- 
plication of the rule in Coburn is limited 
to those employments that are tempor- 
ary, as distinguished from those that are 
indefinite, indeterminate, or otherwise 
more permanent in nature, e.g., Claunch 
(29 TC 1047, aff'd 264 F.2d 309), War- 
ren (13 TC 205), Johnson (8 TC 303). 
Employment is temporary for this pur- 
pose only if its termination can be fore- 
seen within a reasonably short time 
(Alpert, 13 TC 129). 


Neither the Service nor the courts, 
Rev. Rul. 60-189 continues, have at. 
tempted to prescribe any specific length 
of time as representing the usual line 
of demarcation between a temporary and 
a nontemporary period for traveling ex. 
pense purposes. An employment of an- 
ticipated or actual duration of a year, 
is, however, the ruling points out, 
viewed by the IRS as strongly tending to 
indicate more than temporary employ. 
ment. 

The language of the Supreme Court 
in Flowers (326 U.S. 564) and some of 
the procedural difficulties surrounding 
that case have led some commentators 


to conclude that the Supreme Court was | 
of the opinion that “incurred in busi- | 


ness” meant the business of the em- 
ployer. Rev. Rul. 60-189 states that this 
has never been the position of the IRS. 
“In any event,” the ruling says, “the 
Service has long held that an employee 
may have a trade or business, as such. 
The expenses involved in Case I may 
hence be treated as incurred ‘in pursuit 
of business’ if it can be said that they 
are incurred in pursuit of the trade o1 
business of the construction worker him 
self.” 

The ruling concludes that the ex- 
penses of the worker in the first case 
are deductible, provided the anticipated 
or actual duration of a job shows it 
was temporary. The expenses of the 
worker in the second case are also de- 
ductible, since “the taxpayer clearly has 
a business headquarters at the city in or 
near which he maintains his regular 
place of abode and makes his employ- 
ment contacts and since he obtains rela- 
tively short jobs elsewhere for business 
rather than for personal reasons.” 


Temporary v. indefinite 

This recapitulation of Rev. Rul. 60- 
189 shows that the fundamental prin- 
ciple on which this whole system of tests 
is based is the distinction between the 
temporary job and the indefinite one. 
I find no justifiable rationale on which 
this distinction can be founded. In my 
opinion, the root cause of the difficulty 
with the expenses of construction work- 
ers is the emphasis on this distinction 
and the ignoring of the necessities of 
the job. The IRS is creating a set of 
rules too subtle and difficult for prac- 
tical administration. And that distinc- 
tion has never been tested by the 
Supreme Court. 

Let us review the leading Supreme 
Court cases in this field, Flowers and 
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Peurifoy (358 U.S. 59). In Flowers the 
Supreme Court laid down a threefold 
test for travel expense deductible as 
business expense: (1) the expense must 
be reasonable and necessary, (2) it must 
be incurred “while away from home,” 
and (3) it must be incurred in pursuit 
of business. These are, you will note, 
the now codified in Section 162 
(a)(2.) Peurifoy presented the question 
of the travel expense of a construction 
worker. The Tax Court allowed the de- 
duction upon its finding that the em- 
ployment was temporary. The Fourth 
Circuit reversed; the finding of tempor- 
ary employment was, it said, clearly 


tests 


erroneous. The Supreme Court ex- 
plained that it “granted certiorari. . . 
to consider certain questions . . . raised 


by the course of decisions in the lower 
courts since our decision in Flowers .. . 
However, as the case has been presented 
to us, we have found it inappropriate to 
consider such questions. 

“.. . Generally, a taxpayer is entitled 
to deduct unreimbursed travel expenses 

only when they are required by 
the ‘exigencies of business.’ Ap- 
plication of this general rule would re- 
juire affrmance of the judgment of 
the court of appeals... 

“To this rule, however, the Tax 
Court has engrafted an exception which 
allows a deduction for expenditures of 
the type made in this case when the 
taxpayer’s employment is ‘temporary,’ 
as contrasted with ‘indefinite’ or ‘inde- 
terminate.’ The respondent [i.e., 
the Commissioner] does not in the pres- 
ent case challenge the validity of this 
exception to the general rule. 

“Resolution of this case as presented 
to us turns, therefore, upon a narrow 
question of fact—was the petitioners’ 
employment ‘temporary’ or ‘indefinite’? 
The Tax Court, stating that ‘each case 
must be decided upon the basis of its 
own facts and circumstances,’ found that 
their employment was temporary. The 
court of appeals, also recognizing that 
the question was ‘one of fact,’ held that 
on the record the Tax Court’s finding 
of temporary employment was ‘clearly 
erroneous.’ 

“In reviewing the Tax Court’s factual 
determination, the court of appeals has 
made a fair assessment of the record.” 


Peurifoy dissent 

Thus, the validity of the temporary 
v. indefinite rule, the foundation of so 
many Tax Court cases and of IRS rul- 
ings was not approved by the Supreme 


Court. It is to be hoped that a way will 
develop for presenting that issue there. 

That at least some of the justices do 
not support it is shown by the dissent 
in Peurifoy. 

Three justices (Douglas, Black, and 
Whittaker) did not agree with the ma- 
jority statement that application of the 
Flowers rule would require disallowance 
of the expenses. Mr. Justice Douglas, 
who wrote the dissenting opinion, said, 
“As Flowers indicated, the prerequisites 
to a deduction for travel expenses... . 
are threefold: The expenses must be 
reasonable and necessary; they must be 
incurred while ‘away from home,’ and 
there must be a ‘direct connection be- 
tween the expenditure and the carrying 
on of the trade or business of the tax- 
payer or his employer.’ I think the tax- 
payers in this case have met those con- 
ditions and should be allowed the 
claimed deductions. : 

“The meaning of ‘home’ was express- 
ly left undecided but is 
squarly presented in the instant case. I 
disagree with the Commissioner’s con- 
tention that ‘home’ is synonymous with 
the situs of the employer’s business. Such 
a construction means that the taxpayer 
who is forced to travel from place to 
place to pursue his trade must carry 
his home on his back, regardless of the 
fact that he maintains his family at an 
abode which meets all accepted defini- 
tions of ‘home.’ I do not believe that 
Congress intended such a harsh result 
when it provided a deduction for travel- 
ing expenses. These construction work- 
ers do not have a permanent locus of 
employment as does the merchant or 
factory worker. They are required to 
travel from job to job in order to prac- 
tice their trade. It would be an intoler- 
able burden for them to uproot their 
families whenever they change jobs if 
those jobs happen to take them to a dif- 
ferent locality. When they do not un- 
dertake this burden,” the dissent con- 
cluded, “they are living ‘away from 
home’ for the duration of the term of 
these jobs.” 


in Flowers 


Commuting expenses 


One important problem unmentioned 
in Rev. Rul. 60-189 is the deduction of 
the cost of daily trips made by workers 
to isolated job sites. Several variaitons 
are common. A taxpayer might have 
room and board near his “away from 
home” temporary employment. Under 
what circumstances can he deduct daily 
transportation expenses between the 
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[Mr. Johnson practices law in Pocatello, 
Idaho. He is counsel for the taxpayer in 
the Hartsell case, which is now on ap- 
peal to the Ninth Circuit.] 





boarding house, or perhaps city limits, 
and the actual job site? Are these ex- 
penses always personal nondeductible 
commuting expenses? Or, suppose a 
taxpayer has several jobs throughout the 
year at diverse job sites, each many 
miles distant from the others and from 
his permanent tax home. Is the cost 
incurred in travel back and forth each 
day a personal commuting expense? Un- 
der what circumstances is the transpor- 
tation cost a deductible travel expense? 

It is apparent (and has been consist- 
ently held) that expenditures for “com- 
muting” based on personal home selec- 
tion are not deductible. But the typical 
commuter is hardly like the construc- 
tion worker who, to earn his income, is 
required to travel great distances, not 
because of any personal reasons but be- 
cause of the exigencies of his trade. The 
problem of the construction worker, 
daily traveling between a city and di- 
verse work sites or isolated projects, de- 
mands that Section 162 (trade and busi- 
ness expenses) and Section 62(2) (trade 
and business deductions of an em- 
ployee) be reconciled with Section 262 
(prohibition of personal expenses). 

A Federal appellate decision, one de- 
cision of a supreme court, and 
several Tax Court opinions, together 
with several district court opinions, shed 
light on deductible commuting expenses. 
The Tax Court, in the related cases of 
Hendricks, Hendrix, Huber, and Kent 
(TCM 1959-193, 194, 195, and 196), fol- 
lowing its decision in Harvey (32 TC 
1368) held that a per diem allowance paid 
to taxpayers, in indefinite employment, 
was additional compensation and taxpay- 
er’s expenditure was not a deductible 
travel expense. These cases did not 
necessarily involve daily travel; the em- 
ployees traveled to three separate em- 
ployment each about 100 
miles from the others. 

In a California Federal District Court 
decision, Rice, a musician, operating a 
business from his home, was allowed to 
deduct transportation expenses for him- 
self and his instrument (including park- 
ing fees) incurred in traveling to and 
from his employment at various loca- 
tions in the area surrounding his home. 

The Ninth Circuit Court of Appeals 
reversed a Tax Court decision, which 
limited the deduction of a timber faller 


state 


locations, 
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to only the expenses of transporting his 
tools. The Circuit Court allowed all 
transportation expenses in daily com- 
muting to and from diverse job sites. 
The faller commuted daily to seven 
various job locations. The sites of the 
jobs were isolated, and the length of 
time spent working each site was de- 
termined by the employer (Crowther, 
269 F.2d 292). In this case employment, 
which, under the IRS tests in Rev. Rul. 
60-189, 
and 


indefinite 
(as it could “not 
be determined in advance just how long 
the work would last at each log site’’), 
was, by the Circuit Court, termed tem- 
porary. Using the Webster dictionary 
definition of commuter, “to travel . 

especially daily to one’s work, back and 
forth between a city and one’s suburban 
residence,” the court held that Crowth- 
er’s travel from a city area out to work 


would be considered 


not temporary 


at diverse locations was not personal 
commuting. The holding appears sound 
and correct on each point. 

The Idaho Supreme Court, under a 


State income tax law’ identical to the 
Federal law, allowed the “commuting” 
expenses of an electrician in Carlson 


(329 P.2d 
that the places of Construction were 


1019). That court stressed 
comparatively isolated, the supply of 
skilled labor demanded transportation 
from a larger populated city to the ac- 
tual job sites, and the need and con- 
venience of employers made the ex- 
penses nec essary. 

Federal district courts have recognized 
deductible 


’ 


In 
Emmett (146 F. Supp. 322) a judge was 
allowed to deduct all travel expenses in- 


“commuting” expenses. 


volved in 221 trips “away from home” 
both overnight and daily. In Carlson 
(DC Idaho No. 2151, 10/2/59), the daily 
transportation: expenses of an electrician 
traveling to various scattered work sites 
around his tax home were allowed. In 
Hartsell (DC Idaho No. 2164, 10/23/59) 
the daily transportation expenses of a 
plumber-pipefitter in traveling to an 
isolated work site on several employ- 
ments were allowed but limited. 


Carlson case 


The district court in Carlson empha- 
sized that the taxpayer (1) was a non- 
itinerant worker, (2) did follow a regu- 
lar trade, (3) was a member of a union 
local headquartered in his tax home, 
(4) procured employment through the 
local union headquarters, whose perma- 
nent business office served as taxpayer's 
business location, and “pursued his trade 
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under the jurisdiction of such local,” 
(5) maintained a permanent residence 
and family at his tax home, (6) accept- 
ed work away from his tax home for a 
trade reason, (7) had his work scattered 
over relatively great distance in all di- 
rections, (8) had some isolated work, 
and (9) required skilled help in his tax 
home. 

The court found that the transporta- 
tion expenses were required not by the 
nature of the employer’s business but 
by the nature of the taxpayer's trade 
and held this to be sufficient to allow 
the deduction. It said further that if a 
taxpayer is employed on a job of inde- 
terminate, indefinite, or substantial dur- 
ation, he cannot claim expenses that 
could be avoided by residing in prox- 
imity to his job. But when each job is 
temporary, and taxpayer’s work through- 
out the year involves a series of such 
jobs, if he resides in a place central to 
the expected jobs, the transportation 
expenses incurred in daily traveling be- 
tween his tax home and temporary em- 
ployment are deductible. The court’s 
analysis was: 

“It is settled that a taxpayer cannot 
deduct expenses incurred in traveling 
between his home and his place of busi- 
ness when both are located in the same 
city or area. Such expenses are ‘commut- 
ing’ expenses and are not incurred ‘while 
away from home.’ Likewise, it is clear 
that a taxpayer cannot deduct as ordi- 
nary and necessary expenses those which 
he could avoid by residing as near as 
possible to the place or places where 
his major economic activities are being 
carried on. However, when a taxpayer 
has located his residence so as to mini- 
mize the traveling expenses necessary to 
carry on his trade or business, this court 
feels he should be entitled to deduct 
any traveling expenses reasonably and 
necessarily incurred in traveling be- 
tween his home and place of business 
or employment when such business or 
place of employment is located outside 
of the area or city where the taxpayer 
resides.” 

In both Carlson and Hartsell the tax- 
payers, like most in their trade, would 
work inside the city limits and a “free 
zone” of five miles outside the city with- 
out employer-reimbursed travel allow- 
ance. The taxpayers claimed no deduc- 
tion for travel expense allowance for 
work within the city or the free zone. 


Hartsell case 


Hartsell involved a series of jobs at 





one isolated employment site, and the 
court in Hartsell emphasized that int 
taxpayer met the first six condiiton) 
alone listed in Carlson, although eal 
of the three employments of Hartselj/ 
was by chance at one job site. Taxpayer} 
used the local union office as his only! 
business office; all his employers made} 
their first contact with Hartsell through 
the union office, and he could have been 
assigned anywhere in a large surround.) 
ing area. 
The court in Hartsell found that the 
transportation expenses for each of the| 
three employments were ordinary wal 
necessary expenses, that the expenses} 
were caused by the demands of the} 
trade of the taxpayer, were incurred in| 
pursuing his calling away from home, 
and were required by the demands of| 
the business of each employer. The court 
found that none of the employments was | 
permanent: one employment was tem-| 
porary and two indefinite. Interestingly, | 
the court allowed the full transporta-} 
tion expense for the temporary employ- 
ment but for the two indefinite employ. 
ments allowed taxpayer to deduct only| 
that portion of the expenses incurred 
in traveling between the nearest habit- 
able city and the isolated work site. 
This distinction hardly seems tenable. 
Crowther would indicate all such ex- 
penses should have been allowed. 


= 





The Government did not appeal in 
Carlson. Hartsell is now on appeal to 
the Ninth Circuit. 

Judge Fred Taylor, in Carlson and | 
Hartsell, through keen analysis and dis- | 
cernment leading to new definitive 
language of recognized standards, has 
refreshingly given more clarification to 
the travel expense problem as a whole 
than Rev. Rul. 60-189. Rev. Rul. 60-189 
simply did not penetrate deep enough 
into the subtle travel expense problem. 


Overnight rule 


Naturally, daily travel to an isolated 
construction job does not involve an 
overnight stay. There is a popular mis- 
conception that expenses for transporta- 
tion, meals, and lodging while away 
from home to be income tax deductible 
must flow from overnight trips. Con- 
gress, however, has never set out such 
requirement; this requirement of an 
overnight stay is chiefly of IRS origin. 
The rule that, unless a taxpayer is away 
from home overnight, he is not en- 
gaged in travel has been judicially de- 
clared to be an erroneous assumption. 
Yet the assumption has found repeated 
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statement in Your Federal In- 
come Tax, and its continued usage by 
the IRS in approaching the allowance 
of travel deductions complicates the 
problem of travel allowances. 

- Finally, in TIR 216 the IRS conceded 
the point and said it will no longer 
assert the validity of the overnight rule 
as applied to the cost of transportation, 
not, however, as to meal expenses. The 
IRS, through TIR 216, states it will fol- 
low the Winn decision (32 TC 220). 
[he illogic of making a distinction be- 
tween meals and transportation cost has 
been recently well pointed out (12 
JTAX 5, 312). The Tax Court having 
agreed with the IRS regarding the non- 
deductibility of such meals away from 
it remains for another court to 
fully correct this unjustified distinction. 
Because the distinction has been made, 
taxpayers face real difficulty when they 
seek deduction of meal costs as part of 


yearly 


home, 


travel or away-from-home expense when 
there is no overnight visit. This difh- 
culty caused counsel, in both Carlson 
and Hartsell, to abandon meal claims in 
the district court. 

the best that said 
regarding cost of meal allowance on 
one-day trips is that “the Tax Court is 
being logical in its illogic in treating 
. . [both employed and self-employed] 
alike. .’ Certainly such equal treat- 
ment should be the Section 162 
and Section 62 of the Code so indicate. 
Of course, the rationale of the Sutter 
case (21 TC 170), the Smith case (33 ‘TC 
No. 97), and the Osteen case (14 TC 
126) would appear to be that the cost 
of meals the 


To date can be 


case. 


consumed by 
inherently 
penses, not trade or business expenses— 


taxpayer 
himself are personal ex- 
at least not ordinary and necessary trade 
or business expenses. Yet, if the daily 
travel of a worker in his 
trade is not personal, then does it not 


construction 


follow in such cases that the meals en- 
route are deductible. Section 62(2)(B) 
allows the employee both travel and 
meals and lodging. 


Travel from temporary home 

How about a worker who is living in 
temporary quarters near his job. Con- 
cededly, let us suppose, he is away from 
home. Can he deduct the cost of daily 
travel from his boarding house or simi- 
lar lodging to the job site? Frequently 
these job sites are very far from avail- 
able living quarters. 

There is an unfortunate, and to my 
mind inaccurate, reference in the Senate 


Committee Report (83rd Congress, 2d 
Sess., S. Rep. No. 1622, 1954) 169. That 
report, referring to the addition of (C) 
to Section 62(2) to allow “expenses of 
transportation paid by the taxpayer in 
connection with the performance by 
him of services as an employee,” said, 
“the term ‘transportation’ is a narrower 
concept than ‘travel’ and does not in- 
clude meals and lodging but includes 
only the cost of transporting the em- 
ployee from one place to another when 
he is not away from home ina travel 
status. If the employee is away from 
home in a travel status, his expenses 
would be deductible under subpara- 
graph (B).” (Emphasis supplied.) 
Certainly it would appear that (C) 
adds to deductible expenses and doing 
so clearly permits daily travel expenses 
not of a personal commuting nature. 
Thus, a taxpayer, while validly claim- 
ing “away from home” travel allowance 
at a temporary employment, should not, 
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as the Senate Report superficially indi- 
cates, be denied transportation costs be- 
tween his temporary living quarters and 
isolated job sites or at least such ex- 
penses should be treated in the same 
way as daily travel expenses between 
isolated employment and his tax home. 


Conclusion 


The practitioner faced with the prob- 
lem of advising a construction worker 
must make a close analysis of the cases. 
To follow the rulings of the IRS blind- 
ly may deprive the taxpayer of rights 
to which he is entitled under the more 
liberal treatment of the district courts. 
Moreover, there are many problems the 
IRS rulings do not cover. New and simp- 
ler rules are needed, by court action or 
legislaion if necessary. Until they ar- 
rive, the practitioner can best protect 
his client by interpreting the Code sec- 
tions broadly and claiming all reason- 
able amounts. * 


What is support? If others provide 


it, claiming dependent is dangerous 


2 ‘ane RECENT JANKO Case! is a sobering 
warning to taxpayers inclined to be 
careless about proof that they support 
dependents for whom they claim an 
exemption. The Eighth Circuit upheld? 
a six-year sentence imposed on Mr. Janko 
for filing a fraudulent income tax re- 
turn. There was, however, no omission 
or concealment of income. Mr. Janko’s 
crime was claiming his children as de- 
pendents when he had not furnished 
over one-half of their total support dur- 
ing the taxable years involved. 

Mr. Janko was divorced from his wife, 
who received custody of their two chil- 
dren. He was to pay $10 per week for 
each child’s support. The mother and 
children lived with her father in his 
house.? She testified that Mr. Janko’s 
contributions to the children’s support 
amounted in each of the three years in- 
volved to about $60 plus about five pairs 
of shoes and a coat or two. She further 
testified as to the amounts she spent on 
the children. The Court said: 

“While, of course, the defendant may 
not have known the exact contributions 
by others than himself during the years 
in question, he was the father of the 
children, should and must have had 
some concept of the cost of a child’s 
support. He had lived in his father-in- 
law’s house and should know the value 


of its shelter, and must have entertained 
an awareness as to whether his contri- 
butions constituted the required one- 
half.” 

Although it is unlikely that the Treas- 
ury will seek to incarcerate all those 
who wrongfully claim dependents, it 
be desirable for tax- 
to the 


nevertheless may 


payers to pay closer attention 


accuracy of their claims. 


What is support 


The Code‘ provides for a $600 deduc- 
tion for each dependent of the taxpayer. 
“Dependent” includes those within cer- 
tain enumerated classes “over half of 
whose support was received from 
the taxpayer.’”’5 

The Regulations® provide that “the 
term ‘support’ includes food, shelter, 
clothing, medical and dental care, edu- 
cation, like. Generally, the 
amount of an item of support will be 
the amount of expense incurred by the 
one furnishing such item. If the item 
is in the form 
of property or lodging, it will be neces- 
sary to measure the amount of such item 
of support in terms of its fair market 


value.” 


and the 


of support furnished . . . 


In addition to those items mentioned 


[Footnotes appear on the next page.] 
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in the Regulations, support includes 
church contributions,? 
entertainment, and 
transportation expenses.8 Similarly, 


such items as 


gifts, recreation, 
amounts paid by taxpayer to others to 
care for children while working to earn 
money for their support is includible as 
part of the support,® even though the 
expenses were deductible under Section 
214,10 

But that 
children or others qualifies as support. 
purpose other than 
support do not qualify. Thus, the cost 
of savings bonds sent to children living 
with their mother were not considered 


not every item is sent to 


Items sent for a 


as support where they were never 
cashed.11 Amounts expended for funeral 
expenses of a dependent do not qualify 
as support.! 

According to the Treasury, items that 
are capital in nature, such as automo- 
biles, are not included in support.!% It 
would, perhaps, be more accurate to 
state the rule as—expensive capital items 
are not included in support. It would 
seem unlikely that roller skates or a ten- 
nis racket or electric trains would be ex- 
cluded. 

Rather 
capital and non-capital items, it would 


than draw the line between 
seem that the line would more properly 
be drawn between items that are neces- 
saries and those that are not. The con- 
tent of “necessaries” would, depending 
on one’s circumstances, vary. This, in 
general, was the position taken by one 
district court.14 That court held that a 
$1,400 $130 rifle, and a 


$100 power lawn mower were not con- 


motorboat, a 


tributions to a child’s support. On the 
other hand (although not decisive in the 
case), the court did not question approx- 
imately $150 for electric trains and ac- 
cessories. 


If, however, the line is to be drawn 


1 CA-8, 7/13/60. 

2 Only two of three counts were affirmed, resulting 
in the reduction of the original ten-year sentence 
to six years. Undue alarm at the severe penalty is 
not warranted. After all, the Tax Court reports 
are full of cases in which a divorced father is 
denied an exemption for his children living with 
their mother, usually on the ground that he can- 
not prove that his contributions exceeded hers. 
Few criminal cases are reported; obviously, the 
Government is usually satisfied with the deficiency. 
Janko’s is a particularly flagrant case; his contri- 
bution toward support is so small as to be ridicu- 
lous. That this prosecution does not represent a 
change in Government policy is also shown by the 
facts disclosed in the section of the opinion deal- 
ing with the question of mistrial because the jury 
may have seen newspaper publicity about the case. 
The local newspapers had said that Janko had a 
criminal record and had been employed at a night 
club involved in wagering tax troubles arising out 
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between capital and non-capital items, 
perhaps the capital items ought to be 
allowed proportionately over their lives, 
in effect—depreciated.15 


Computation of support 


In computing the amount contributed 
to the support of an individual, one 
must include amounts contributed by 
the individual to his own support. The 
source of the funds is not material; 
therefore, funds that are tax exempt, 
such as social security benefits, must be 
included. Not only must the individual 
receive the funds but he must also ex- 
pend them on his support. Thus if all 
amounts received as a pension were 
placed in a savings bank, they would not 
be considered. 

Similarly, items contributed by others 
must be considered, for example, the 
value of free milk, X-rays, etc., supplied 
by local authorities,17 board and lodging 
furnished by the Government under the 
G.I. Bill,{8 amounts spent by a state 
institution in which the individual is an 
inmate, and state benefit payments based 
on need.1® On the other hand, in the 
of student dependents, 
scholarships (not including amounts re- 
ceived under the G.I. Bill) are not in- 
cluded. 


case certain 


The attitude of the non-expert pub- 
lic toward the ramifications of this rule 
is exhibited in a recent letter to the 
editor of the magazine Challenge, and 
by the reply of the editor. The reader 
noted that in a previous issue of the 
magazine there was an item about de- 
pendent “You state,” the 
reader said, “that amounts received by 
veterans under the G.I. Bill of Rights 
are not scholarships and must be in- 
cluded in determining total support (for 
income tax purposes). I refer you to IT 


3834. 


scholars. 


of gambling operations. 

®The grandfather died after the first year. The 
children continued to live in the home during the 
next two years, during which the mother received 
a small rental income from part of the house. She 
did not work during this period. 

* Section 151(e) (1). 

5 Section 152(a). 

® Reg. 1.152-1(a) (2). Similarly, see Rev. Rul. 235, 
1953-2 CB 23, modified Rev. Rul. 58-302, 1958-1 CB 
62. 

7 Rev. Rul. 58-67, 1958-1 CB 62. 

8 Your Fed. Inc. Tax (TD Pub. No. 17, 1960 ed.) 
p. 21. 

® Lovett, 18 TC 477 (1952), acq., 1952-2 CB 2. 

10 Lustig, 30 TC 926 (1958) acq., 1960-25 IRB 7; 
Lopez, 18 TCM 56 (1959). 

11 Malinowski, 18 TCM 126 (1959). 

12 Spec. Rul. 9/17/59. 

18 Your Fed. Inc. Tax (TD Pub. No. 17, 1960 ed.) 
p. 21; see Rev. Rul. 56-399, 1956-2 CB 114. 


“There are two elements involved in 
benefits under the GI Bill to scholars, 
The first, $500, is paid directly to the 
educational institution. The second, sub- 
sistence of $585, is paid to the veteran. 
The last sentence of IT 3834 says: 
‘If the veteran does not use his sub- 
sistence allowance for his support, and 
the parent furnishes more than one- 
half of the veteran’s actuz.l support, the 
parent may claim him as a dependent.’ 

“The trick . . . here is for the veteran 
to have parents who can afford to put 
him through school so that the veteran 
can put the money in a savings bank 
for four years or spend it for nonsup- 
port items—like maybe a Jaguar.” 

The editor commented: 

“It is also a good trick for a child 
actor, or a dependent with income from 
stocks or a trust fund. If the money is 
reinvested or spent on nonsupport items 
such as a yacht or a Jaguar, the parent 
can claim 
pendent. In the case of the wealthy 
veteran, the parent must, in any event, 
count the $500 given to the college. The 
remaining $585 need not be counted 
unless the vet unwittingly spends it on 
a ‘support-item’ civilian wardrobe to go 
with his new ‘nonsupport’ Jaguar.” 

If the dependent lives in his own 
home, the fair rental value of the lodg- 
ing is considered as being contributed 


his affluent child as a de- 


by the dependent to his own support. 
If the taxpayer also lives in the de- 
pendent’s home, the fair rental value of 
the lodging offset against 
amounts spent on the dependent.?! 


must be 


If the dependent lives with the tax- 
payer in taxpayer’s home, the fair rental 
value of the lodging is included in sup- 
port. Since fair rental value is included, 
the expenses of running the house— 
such as electricity, repairs, heat—may 
not be included. Expenses such as the 


14 Flowers, (DC WD Pa., 1957). 

15 Cf. Rev. Rul. 58-303, 1958-1 CB 61, where tax- 
payer made a lump-sum payment to an old age 
home for his father computed at $1,200 per year 
over his father’s life expectancy. The taxpayer 
was held to have contributed $1,200 per year to his 
father’s support. 

16 Reg. 1.152-1(a) (2) (ii). 

17 Abbott, 138 TCM 113 (1955). 

18 Secone, 11 TCM 504 (1952); Lindauer, 15 TCM 
896 (1956); Your Fed. Inc. Tax (TD Pub. No. 17, 
1960 ed.) p. 21; similarly, see IT 3834, 1947-1 CB 
29. 

1® Rev. Rul. 59-232; Your Fed. Inc. Tax (TD Pub. 
No. 17, 1960 ed.) p. 22. 

20 Section 152(d); Reg. 1.152-1(c). 

21 Your Fed. Inc. Tax (TD Pub. No. 17, 1960 ed.) 
p. 24. 

22 Rev. Rul. 235, 1953-2 CB 23, modified, Rev. Rul. 
58-302, 1958-1 CB 62. 

23 Section 152(c); Reg. 1.152-3. 
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cost of food for an entire household, 
which cannot be directly attributed to 
an individual, must be allocated pro- 
portionately.?2 


Multiple support agreements 


If no one person contributes more 
than one-half the support of an indi- 
more than half is con- 
tributed by two or more persons, each of 
whom, but for the support test, could 
claim the individual as a dependent, 
any one of such persons may claim the 
individual as a dependent. The taxpayer 
must, however, have contributed at least 
10% 


vidual, but 


of the individual’s support and 
must file Form 2120 (a statement by the 
others who have contributed 10% of 
the support that they will not claim the 
exemption) with his return.?3 

Multiple support agreements will not 
assist two taxpayers who, between them, 


contribute all the support of an indi- 
vidual but honestly do not know who 
contributes more than one-half. This is 
because of the requirement in the Code 
that no one person contribute more 
than one-half. It would, however, be 
unlikely that the Service would attack 
the exemption where it is not clear 
who contributed more than one-half, 
only one person claims the deduction, 
and the deduction is taken in good faith. 


Conclusion 

The difficulties in the support area 
arise the intricacies of the 
Code but because most taxpayers do not 
keep adequate personal records and, in 
addition, often not aware of the 
that considered. The 
Janko case will serve as a warning to 


not from 


are 
items must be 
those who feel that the Service never 
attacks dependency. vr 


New attack on minimum deposit 


and bank loan life insurance? 


by STANLEY C. SIMON 


[ax practitioners concerned with the widely used plans for financing life insur- 


ance loans are watching for action by the IRS that will reveal its attitude toward 


them. A recently filed docket has attracted attention as perhaps being the opening 


gun in an IRS campaign to disallow interest on such loans. However, as Mr. Simon 


points out, the known facts are too meager to permit any inference of IRS policy. 


os THE Brown CASE (Tax Court 
Docket No. 85508) represent the 
opening gun in a Treasury drive on 
bank loan life insurance or a common 
shotgun attack on an uncooperative tax- 
payer? In order to understand the pos- 
sible significance of this case, it is help- 
ful to review the problem in context. 
Although 1954 Code Section 264(a)(2) 
specifically disallows interest on indebt- 
edness to purchase or carry a single 
premium life insurance, endowment, or 
the 1939 
tained no corresponding provision as to 
1939 
Code, the Treasury attacked cases in 


annuity contract, Code con- 


annuities. Nevertheless, under the 


which taxpayer had borrowed money to 
purchase annuities on the theory that 
the transactions lacked substance. 

In the Bond case (258 F.2d 527) the 
Fifth Circuit sustained the taxpayer and 
interest deduction. Three 
the 
the opposite conclusion in the Emmons 


illowed the 


months later, Tax Court reached 


ase (31 TC 26). Emmons was the first 


in a long series of cases where the Treas- 


ury prevailed. One of them, the Knetsch 
case (272 F.2d 200), is now pending be- 
fore the Supreme Court on writ of 
certiorari to the Ninth Circuit. In due 
time, the Supreme Court should resolve 
this conflict between circuits. 

Despite this Treasury attack on an- 
nuity cases, the bank loan plan seemed 
immune. A policy holder could die un- 
expectedly after paying one premium, 
so that there would be a large economic 
profit on the transaction. Alternately, he 
life 
there would be an 


could outlive his 


that 


expectancy, so 

economic loss 
on the transaction. Thus, where the in- 
sured borrowed one premium at a time 
from a bank and paid it to the insur- 
ance company so as to avoid possible 
attack under 1954 Code Section 264 (b), 
the interest deduction seemed to be in- 
vulnerable. 

Until the Brown case, the Treasury 
had not attacked such plans. For that 
matter, it cannot be ascertained whether 
the Treasury is attacking the bank loan 
plan in the Brown case. The pertinent 
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[Mr. Simon, a Certified Public Account- 
ant in the states of Texas and Tennessee, 
is a manager in the Tax Department 
in the Dallas office of Lybrand, Ross 
Bros. & Montgomery.]| 





portion of 
follows: 
“That the proceeds received from said 
loans were used, among other things, to 
pay interest, brokerage fees, single pre- 
mium annuity contracts payments, ordi- 
nary annual life insurance premiums, 
and for other uses beneficial to Peti- 


Tax Court petition is as 


tioners.”’ 

So much of the interest as is attribu- 
table to the annuities would appear to 
be subject to the standard Treasury at- 
tack. On 
interest appears to be so attributable. 

The 
certain from counsel for the petitioner 


the other hand, not all the 


author has been unable to as- 
or the Government whether the Treas- 
ury is aiming specifically at the inter- 
est attributable to the life insurance or 
whether the Revenue Agent made a 
wholesale disallowance, perhaps because 
the taxpayer failed to prorate the in- 
terest. 

It will be interesting to watch the 
Brown case for further developments. 
Perhaps it represents a routine attack 
on an uncooperative taxpayer who was 
involved in an annuity transaction. On 
the other hand, it may be the opening 
gun in a Treasury drive on bank loan 
life It will 
ing to watch the Knetsch case. The Su- 


insurance. also be interest- 
preme Court may hold that the Treas- 
ury was wrong in its attack on annuity 
transactions and allow the interest de- 
duction. Such a holding would remove 
practically all the threat to the deduc- 
tion of interest, to carry bank-financed 
life insurance, in situations where Sec- 
tion 264(a) (2) does not apply. * 


New decisions 





Settlement in lieu of alimony payable 
for 10 years not deductible as alimony. 
The granting the 
December 14, 1940) awarded taxpayer's 
wife alimony of $100 per month. Tax- 
payer on February 18, 1946, agreed to 


court divorce (on 


pay the wife, in lieu of the court award, 
the sum of $10,000, payable $1,000 each 
year for 10 years. The Commissioner 
disallowed the payments to the wife as 
deductible alimony. The court noted 
that none of the payments was made 
pursuant to the court order and that the 
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parties chose to abide by their settlement 
Moreover, the court stated 
that since the payments were to be made 


agreement. 


for a period of 10 years, they were not 
“periodic payments” within the statu- 
tory provision requiring that installment 
payments over a period ending more 
than 10 years from the date of the agree- 
ment be considered as periodic pay- 
The fact that the final 
ment was not paid when due but was 


ments. install- 
deferred for a few days did not alter the 
terms of the agreement so as to make 
the alimony payable over a period ex- 
tending more than 10 years from the 
date of the agreement. Clay, DC Ky., 
6/28/60. 


Payments were alimony although called 
a property settlement. An agreement be- 
tween taxpayer and his wife that was 
incorporated in the divorce decree pro- 
vided for periodic payments to the wife 
and a waiver of any right to alimony. 
Although the payments were labeled a 
property settlement, the district court 
found that the parties intended them 
for the wife’s support. This court re- 
It finds insufficient evidence to 
the As 


to payments made before the decree be- 


mands. 
support lower court’s decision. 
came final, this court reverses the find- 
ing that these were alimony payments. 
The marriage had not been dissolved by 
the interlocutory 
CA-9, 8/3/60. 


decree. Guggenheim, 


Modification of support decree not re- 
troactive to permit deduction as alli- 
mony of amounts paid before modifica- 
tion. Husband paid support payments to 
wife pursuant to a decree of separation 
1951. 
modified to increase the size of the pay- 
ments. The Code and the Regulations 
provide that 


issued in In 1955 the decree was 


a wife’s gross income in- 
cludes periodic payments received under 
after March 1954 re- 
quiring the husband to pay for her sup- 
port 


a decree entered 


and maintenance. Furthermore, 
any decree entered prior to the effective 
date of the 1954 Code but amended or 
modified after that date would be treat- 
ed as a decree entered after that date. 
However, the treating of such a decree 
as being entered after the effective date 
of the 1954 Code only relates to pay- 
of 


the decree and is not intended to per- 


ments made after the modification 
mit the deductibility by the husband 
and includibility by the wife of amounts 
received to the modification. 


Therefore, only the payments made by 


prior 


October 1960 


the husband after the modification of 
the decree in 1955 are deductible by 
him and includible in wife’s gross in- 
come. Rev. Rul. 60-238. 


Claimed exemptions and head of house- 
hold status denied. Taxpayer claimed he 
was entitled to compute his tax using 
the “head of household” rate, claiming 
dependency exemptions for his mother, 
brother, and sister. His claims are denied 
for failure of proof. The fact that he 
contributed earnings, in excess of what 
he spent on himself, into a “common 
pot” (to which his mother also con- 
tributed $1,500 of public assistance 
money) did not establish that he con- 
tributed than half of the total 
funds expended for the support of the 
claimed dependents or that he provided 
over half the cost of maintaining the 
household. Sparks, TCM 1960-154. 


more 


Net operating loss deduction limited in 
community property state after divorce. 
Husband and wife filed a joint return 
in a community property state in 1954. 
In 1955 they were divorced, and shortly 
thereafter husband married second wife. 
In 1956 husband and second wife filed 
a return showing a net operating loss. 
The Service rules that that net operat- 
ing loss may only be carried back by 
husband to that portion of his 1954 in- 
come which vested in him, since the 
Regulations contemplate the continu- 
ance of the marital relationship with 
the same spouse to permit carrying back 
the loss. Second wife may carry back that 
portion of the loss which vested in her 
to her separate return for 1954. Any 
unabsorbed portion of the loss may be 
carried back to the joint return for 1955 
filed by husband and second wife. Rev. 
Rul. 60-216. 


Claimed exemptions for five children 
disallowed for lack of proof. During 
1957 taxpayer contributed part of the 
support of his five children in 
ascertained amounts. During the same 
year, father also contributed 
ascertained amounts to the support of 
the children. Since taxpayer failed to 
prove that he furnished more than half 
the support of one or more of the 
children, he is held not entitled to the 
exemptions. Wells, TCM 1960-149. 


un- 


his un- 


Deductions and dependency exemptions 
denied for failure of proof. Taxpayer 
failed to sustain his burden of proof to 
overcome the Commissioner’s disallow- 


ance of claimed away-from-home ex. 
penses and dependency exemptions. He 
appeared pro se (notwithstanding the 
court’s suggestion that he should haye 
counsel) and did not offer the testimony 
of any witnesses or other evidence. Tax- 
payer’s unsworn statements did not 
substantiate the claimed deductions or 
exemptions. Allen, TCM 1960-152. 


Chicago insurance broker, with wife in 
Phoenix, denied “travel expenses” in 
Chicago. An insurance broker who con- 
ducted his insurance business in Chicago 
moved his wife to Phoenix, where the 
climate was beneficial to her arthritic 
condition. The court holds that (1) 
monthly amounts sent her for living ex- 
penses and mortgage payments on a 
house in Phoenix do not qualify as 
medical expenses; (2) an increase in his 
own living expenses in Chicago because 
of his wife’s absence is not a medical ex- 
pense; (3) no travel expense deduction 
is allowed for living expenses during 
the 50 weeks spent in Chicago, since 
Chicago rather than Phoenix was his 
business home; (4) part of a hotel room 
rental 
expense in the absence of evidence that 


cannot be claimed as _ business 


he stacked business files in such room; 
(5) group insurance premiums are not 
shown to constitute a business expense; 
and (6) sales and gas taxes and auto 
licenses are disallowed in part because 
of lack of proof. Flett, TCM 1960-157. 


Lump-sum property settlement not de- 
ductible as periodic alimony. A separa- 
tion agreement provided that the hus- 
band pay the wife monthly installments 
of $1,000 as long as she lived plus a 
sum of $60,000 within 10 days of the 
execution of the agreement. The latter 
payment was actually made in two in- 
stallments within one month. The court 
holds the $60,000 does not constitute 
periodic alimony and is, therefore, not 
deductible by the husband. Welsh, TCM 
1960-161. 


Construction worker not away from 
home; meals and lodging deduction dis- 
allowed. Taxpayer, a construction 
worker, maintained a domicile and resi- 
dence in Mohawk, New York, and be- 
longed to a local labor union in Bing- 
hamton, New York. He was assigned 
by his union to employment with a large 
construction firm in Passaic, New Jer- 
sey, and alternated on various construc- 
tion projects in the Passaic area. He 
seeks to deduct as ordinary and neces- 
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sary business traveling expenses amounts 
paid for meals and lodging while em- 
ployed in the vicinity of Passaic. The 
fax Court concludes that the Passaic 
area Was taxpayer’s principal place of 
employment. Accordingly, taxpayer is 


) not deemed to be away from home, and 


are disallowed. The 
length of taxpayer’s stay in the Passaic 
area (four years) indicates that his em- 
there in- 
definite rather than temporary nature. 
The fact that taxpayer’s union con- 
sidered the employment to be temporary 
is not controlling. Garlock, 34 TC No. 


f) 


the deductions 


ployment was more of an 


allowed 
theft deduction. Taxpayer, an unsus- 
advanced $28,000 to 


Victim of business swindle 


woman, 


pecting 


for her in When the 


usinesses failed, taxpayer brought civil 


his businesses. 


suit to recover the money on the grouné 


that it was secured under false pre- 


Ihe borrower admitted this and 
allowed judgment to be entered against 


tenses. 


him. Taxpayer, unable to collect the 
theft loss deduc- 
tion of $28,000 and is sustained by the 


judgment, claimed a 
Tax Court. Noting that local law gov- 
erns the question of whether there has 
been a theft loss, the court concludes 
that the taking of money under false 
pretenses (as admitted by the borrower) 
constitutes theft under California law. 


The fact that a later criminal indict- 
nent against the borrower was dismissed 
or lack of reasonable or probable cause 
loes not affect the result. A conviction 
for theft is unnecessary where the cir- 
umstances otherwise clearly indicate 
the loss was occasioned by theft. 


Monteleone, 34 TC No. 73. 


Unauthorized withdrawals by husband 
from joint bank account not a “theft.” 
“definite 


|A wife contended she had a 


inderstanding” with her husband that 
funds in a joint savings account, most of 
which were originally hers, were not to 

withdrawn for any purpose other 
| than to cover expenses of any future 
She then claimed that 


her husband’s breach of that agreement 


| illness of hers. 

withdrawing the funds for his own 
benefit constituted a “theft,” entitling 
er to a casualty loss deduction. The 
yurt disagrees, holding it would be 
legally impossible for the husband to 
|have stolen funds from the savings ac- 


ount, as he was a joint owner with the 
right of 


withdrawal. Taxpayer also 





failed to prove that she suffered a “‘theft”’ 
loss due to her husband’s borrowings 
against life insurance policies where she 
hadn’t shown that she was the owner 
of the policies or that the loans were 
unauthorized by her. Leigh, TCM 1960- 
145, 


Deductibility of California cigarette tax. 
The 1959 California cigarette tax is 
imposed upon the distributor of the 
cigarettes, and once the tax has been 
paid by the distributor, the cigarettes 
are not subject to further tax on resale. 
If, however, the consumer is the first 
person in the state who has possession 
of cigarettes brought in from another 
state on which tax has not been paid, 
he must pay the state tax. Therefore, 
since the distributor is usually the tax- 
payer on whom the burden of the tax 
falls, he is entitled to deduct the 
paid by him in computing his Federal 


tax 


income tax. The tax, not being a retail 
sales tax, is not deductible by the con- 
sumer. However, if the consumer is re- 
quired to pay the tax by reason of being 
the first the 
possession of untaxed cigarettes, he is 


person in state to have 
entitled to deduct the tax so paid in 
computing his Federal income tax, if 
he does not use the standard deduction. 
Rev. Rul. 60-239. 


*Fees for successful criminal defense are 
deductible. Taxpayer-husband and wife 
incurred legal and accountant’s fees in 
the defense of civil and 
proceedings. The Tax Court allowed 


criminal tax 
the fees applicable to the civil proceed- 
ings and to the wife’s criminal case; her 
indictment was dismissed. It refused to 
allow the fees paid for the husband’s 
criminal defense because he was con- 
victed. On an appeal in which only the 
treatment of the civil litigation expenses 
and the wife’s criminal litigation ex- 
pense were at issue, this court affirms. 
Reasonable attorney's fees are deduct- 
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ible, and fees in criminal tax cases are 
not essentially different from those in- 
curred in civil tax litigation. They are 
deductible, subject to the proper limita- 
tions of public policy in unsuccessful 
criminal defenses. Shapiro, CA-7, 6/3/60. 


Sculpturing partnership was business 
enterprise. 
international reputation. 


Taxpayer is a sculptor of 
He and his 
wife formed a partnerhip to which she 
the 


contributed money to 


/ 


equipment and materials needed for his 


purchase 


sculpture. Although many works were 
commissioned and sold, there was a net 
loss to the partnership. The court finds 
that this was a legitimate business enter- 
prise and allows the expenses and losses. 
Rood, DC Minn., 6/30/60. 


Oklahoma alcoholic beverage taxes de- 
ductible by consumer. The alcoholic bev- 
erage taxes imposed by the state of 
Oklahoma are intended as direct taxes 
upon the ultimate consumers at retail 
of the beverages. The taxes are required 
to be paid in advance by the manufac- 
turer or wholesaler but then are added 
on to the final retail price, to be recov- 
ered from the 
cause the enabling legislation specifical- 


ultimate consumer. Be- 


ly provides that the legislative intent is 
to pass these taxes on to the consumer, 
these taxes are deductible by the con- 
sumer in computing his taxable income. 
Rev. Rul. 60-166. 


Can deduct legal fees to contest Swiss 
tax on inheritance. Taxpayer's father 
died in Germany, leaving a life estate in 
his property to taxpayer’s mother, re- 
mainder to Under German 
law, the mother held the property in her 
name during her life. As a result, upon 
the mother’s death in Switzerland, the 
property was included by Swiss taxing 
authorities in her estate and taxed. Tax- 
payer incurred legal fees in an effort to 
have his remainder interest treated as a 


taxpayer. 
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direct inheritance from the father. The 
Tax Court rules that the legal fees were 
ordinary and necessary expenses paid 
for the conservation of taxpayer’s in- 
come-producing property. Since the 
mother’s property would have been in- 
sufficient to pay the additional estate 
taxes, they would have had to be col- 
lected out of taxpayer’s share. The court 
rejects the Commissioner’s argument 
that the legal fees were incurred in de- 
fending taxpayer's title to property; tax- 
payer would have inherited the prop- 
erty in any event. The court also allows 
a deduction for legal fees paid to defend 
an attempted attachment of the prop- 
erty by the divorced wife of taxpayer’s 
deceased brother. Zietz, 34 TC No. 37. 


Alabama cigarette taxes deductible by 
consumer. Cigarette and tobacco prod- 
ucts taxes imposed by the state of Ala- 
bama in 1959 are taxes imposed directly 
on the final buyer of the taxed products. 
Sellers of cigarettes and other tobacco 
products are required to collect the taxes 
from the purchaser. The Service holds 
that because it was the intent of the leg- 
islature that these taxes be imposed 
upon the ultimate consumer, these taxes 
may be deducted in computing taxable 
income if the standard deduction is not 
used. Rev. Rul. 60-165. 


Corporate payments of life insurance 
premiums taxable to officer-beneficiary. 
A corporation’s payment of insurance 
premiums on the life of its president, 
with his estate as beneficiary, is found 
to be additional compensation to the of- 
ficer. However, loan repayments and ex- 
penditures made by the corporation on 
a cottage it owned, which was occupied 
by the president, are held not to be tax- 
able to the officer. Pettit, Sr.. TCM 1960- 
130. 


Loss on sale of temporary residence not 
deductible. 
struction of a new home. Pending its 


Taxpayer commenced con- 


completion, he purchased another house 
to live in temporarily, with a view to 
selling it at a profit when the permanent 
home was completed. Taxpayer lived in 
the temporary residence for 16 months, 
sold it at a loss, and claimed that the 
loss was a deductible capital loss on the 
theory that the temporary residence was 
purchased with a profit motive in mind. 
The court holds that the taxpayer pur- 
chased the property for use as a resi- 
dence and that, although taxpayer may 
have had a profit motive in mind, the 


October 1960 


temporary residence was not purchased 
primarily for the purpose of deriving a 
gain upon the sale. Meyer, 34 TC No. 
54. 


Breeding, training, and showing of 
horses found to be a hobby. Prior to 
1953, taxpayer’s activities in breeding, 
training, and showing of horses were 
conducted as a hobby primarily for the 
pleasure of taxpayer’s daughter. Tax- 
payer contends that in 1953 he convert- 
ed the operation to a business, in large 
part because of his uncertainty over 
whether his daughter would continue 
her interest in showing horses. The court 
finds, despite minor variations, taxpayer 
continued his over-all operations in 
1953 on substantially the same basis as 
in years before. Having failed to estab- 
lish an existence of an intent to engage 
in the operation as a business for profit, 
taxpayer is denied a deduction for losses 
sustained. MacLean, TCM 1960-128. 


Guarantor of corporate notes has short- 
term capital loss. Taxpayer sustained a 
loss of $25,000 in 1953 in discharging 
his obligations to a bank as guarantor 
of the note of a corporation of which 
he was a stockholder. The court holds 
that the loss is deductible only as a 
short-term capital loss. The Supreme 
Court decision in the Putnam case (352 
U.S. 82) held that such losses arose from 
bad debts and were not simply losses on 
transactions entered into for profit. 
Dinkel, TCM 1960-79. 


Psychiatric nursing stipends excludable 
as scholarship grant. Taxpayer, a regis- 
tered nurse, enrolled in a_ psychiatric 
nursing program at the University of 
Tennessee under an agreement with the 
Tennessee Department of Mental 
Health. Taxpayer was to receive 
monthly stipends of $160 and, upon 
conclusion of the training program, was 
to perform nursing services for the De- 
partment of Mental Health. The stipends 
would be returned if taxpayer failed 
to perform such future services. Tax- 
payer’s exclusion from income of the 
stipends as a scholarship grant is sus- 
tained by the Tax Court. Under 1954 
Code Section 117, an individual who is 
not a degree candidate may nevertheless 
exclude amounts received from a gov- 
ernmental agency as a scholarship. The 
Commissioner argued that, because of 
taxpayer’s duty to render future serv- 
ices, the payments were primarily com- 
pensation for such services and, under 


the Regulations, were taxable. The 
court rejects this argument and con. 
cludes that the primary purpose of the 
stipends was to enable taxpayer to com. 
plete her study and training. Taxpayer 
was to be compensated separately for 
any future services. Bonn (34 TC 7), 
where payments were taxed as compen- 
sation for services, is distinguished on 
the facts. Evans, 34 TC No. 75. 


Vermont cigarette and tobacco taxes are 
deductible. The cigarette and tobacco 
products taxes imposed in 1959 by the 
State of Vermont are stated by the en- 
acting legislation to be taxes imposed 
upon the ultimate consumers. Such 
taxes are required to be added to the 
sales prices of the cigarettes or tobacco 
products and are to be collected from 
the consumer by the dealer who sells 


the cigarettes or tobacco products. Be-|: - 


cause the intent of the Vermont legis- 
lature was to impose these taxes direct- 


ly on the consumer and thus make the}: 


dealer only a collector of the tax, the 
consumer can deduct the tax for Fed- 
eral income tax purposes in computing 
taxable income, if the standard deduc- 
tion is not used. Rev. Rul. 60-224. 


Cost of trips to Washington non-deduct- 
ible “lobbying” expenses. An insurance 
broker representing capital stock insur 
ance companies (which were in compe- 
tition with mutual insurance companies 
offering the same general type of policies 
at cheaper rates) made trips to Washing- 
ton to testify before Congressional com- 
mittes against the continuance of the 
tax-exempt status of mutual insurance 
companies. Assuming, but without de- 
ciding, that taxpayer had a clear busi- 
ness motive for presenting his views, 
the court denies a tax deduction for the 
cost of his trips on the ground that his 
activities were in the nature of “lobby- 
ing.” Flett, TCM 1960-157. 


Travel to Olympic games deductible as 
a business expense. A manufacturer of 
weight-lifting and other equipment, who 
was also a publisher of a health maga- 
zine, is permitted to deduct as an ordi- 
nary and necessary business expense sums 
spent to send himself, certain employees, 
and certain athletes to the Olympic 
games. The court finds the primary pur- 
pose for the trips was to further the 
business of the manufacturer and _ to 
provide material for articles to be pub- 
lished in his health magazine. Hoffman, 
TCM 1960-160. 
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resident is 
much strengthened by a new case just 
handed down in Michigan (Kleitch, 357 
Mich. 504; 98 NW 2d 636). Joseph D. 
Karam, Tax Section Chief, Office of the 
Attorney General in Ohio, has called 
precedent-shattering decision. 

This case literally reversed centu- 
ries of refusal by sister states to assist 
states in any way to collect their taxes. 


from an_ out-of-state 


this “a 


.. Now, by enacting statutes similar to 
states can collect for the first 
of dollars in- 
stead by being frustrated by the escape 
of the taxpayer to the borders of a sis- 
ter state.” 

Mr. Karam and his colleagues* dis- 
cussed this decision at the recent meet- 


Ohio’s, 


time countless millions 


ing of the National Association of Tax 
Administrators. The following report ex- 
presses their views. 

The collecting state 
taxes from nonresidents have been caus- 


difficulties of 


ing a substantial loss of revenue to 
states and, by creating a pattern of eva- 
sion, have raised important problems of 
equity in sharing tax burdens. The an- 
ient common law rule was that one 
sovereign does not enforce the revenue 
aws of another. In recent years this doc- 
rine has been greatly modified, and 
uits can be brought in states outside 
the taxing jurisdiction, but a sizable 
wrrier remained in that the resisting 
axpayer could contest the merits of the 
sessment in his own state courts, often 
infamiliar with the laws and problems 
f the taxing state. 

As a result of the Kleitch case, a tax- 
ayer, business or individual, who 
ienceforth ignores tax assessments from 
tates outside his home state is acting at 
grave peril. The Kleitch case established 
the constitutionality of state law requir- 
ng nonresidents to pursue their admin- 
istrative remedies in the taxing state. If 
hey fail to do so, a court order uphold- 
the 


ne 
‘4 


uncontested assessment can be 


nforced in another state without in- 








quiry into the merits. In Kleitch, the 
Michigan courts upheld Ohio’s law pro- 
viding for this procedure, and undoubt- 
edly other states will now follow Ohio’s 
lead and permit their tax collection of- 
ficials to obtain judgments on uncon- 
tested assessments and bring suit on 
them in other states. Multistate 
nesses are warned to watch develop- 
ments. 


busi- 


Facts in Kleitch 


The Kleitch case began as a routine 
neglect by an out-of-state business to 
heed Ohio tax obligations. Kleitch Bros., 
Inc., was a Michigan corporation in the 
business of hauling goods by truck. 
Kleitch applied for and received high- 
way use permits from the State of Ohio 
and did use the Ohio roads. It filed the 
requisite highway use tax forms but 
never paid the amount due. 

The Ohio Department of Taxation 
sent a notice of assessment to the Ohio 
Secretary of State as the statutory agent 
and to the corporation’s home office in 
Michigan, which assessment not only 
constituted a demand for payment but 
also stated the assessment would become 
conclusive after 30 days and that, unless 
the corporation either paid the amount 
due within 30 days or contested it, its 
highway use permits would be suspend- 
ed. 

Under Ohio 
wished 


Kleitch 


assessment, it 


law, if had 


to contest the 
would have been entitled to a review of 
the case by the Tax Commissioner, an 
appeal to the Board of Tax Appeals, 
and an eventual appeal as a matter of 
right directly the Ohio 


Court. Also, under Ohio law, the Secre- 


to Supreme 
tary of State is automatically the statu- 
tory agent of all nonresident truckers 
for highway use tax purposes. 

After of this 
Kleitch for all practical purposes did 


receipt assessment, 
nothing. The assessment became conclu- 
sive and was entered in a special judg- 


ment book in the Court of Common 
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Franklin 


Pleas, County, Columbus, 
Ohio. By statute, no notice from the 
court to the corporation either before or 
at the time of entering judgment was re- 
quired. Furthermore, the entering of 
judgment was not preceded by a hear- 
ing or judicial finding. 

This statutory judgment was then 
taken to Wayne County, Michigan, 
where service could be had against the 
defendant- corporation. It was here that 
Kleitch, for the first time, made an “ap- 
pearance” (first by special appearance 
and then by Answer) for the purpose of 
contesting the assessment, which had 
been reduced to judgment in Ohio. 

The circuit court gave full faith and 
credit and entered judgment against 
Kleitch, who then appealed to the Su- 
preme Court of Michigan on three 
grounds. First, it was alleged that there 
was noncompliance with the highway 
use tax statutes by the Department of 
Taxation in that no notice of the entry 
of judgment was given to the defendant. 
Second, it was alleged that the Ohio 
highway use tax was unconstitutional as 
a burden on interstate commerce. Third, 
it was alleged that the highway use tax 
statutes failed to provide legal notice of 
suit, thus depriving defendant of due 
process. 

Appellant’s contention was 
disposed of before trial because the 
United States Supreme Court by refus- 
ing certiorari in another case in effect 
upheld the constitutionality of the Ohio 
highway use tax while the Kleitch case 
was pending (George F. Alger Co. v. 
Bowers, 358 U.S. 43). 

The Michigan court found that the 
statute required no notice of the judg- 
ment but, rather, contemplated a sum- 
mary proceeding and required entry of 
judgment immediately upon filing of 
the certificate of the final assessment. It 
held that Kleitch had submitted itself to 
Ohio’s jurisdiction by applying for a 
highway use permit and actually travel- 
ing over the Ohio Further, 
Kleitch had actual notice of the assess- 
ment by receipt of a registered letter to 


second 


roads. 


the Michigan address. 


Due process 


The court went on to say that to con- 
stitute due process, the matter of assess- 
ment need never come before a court. 
Taxpayers, although entitled to be heard 


*Members of Ohio Attorney General Mark Me- 
Elroy’s office (Joseph D. Karam, Tax Section 
Chief; Robert J. Kosydar; Joseph L. White; and 
John Dilenschneider) . 
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before the tax is conclusively settled 
against them, need not be afforded a 
further appeal to a court of law. The 
Ohio law satisfied due process prior to 
the point at which summary judgment 
was called for. The court said: 

“We could perhaps regard the Ohio 
court as having acquired jurisdiction by 
dint of the preceding administratively 
issued This conclusion seems 
warranted by the statute. In fact, how- 
ever, the Ohio court adjudicated noth- 


ing. 


notice. 


It was simply designated as the 
place of record of a final order to pay 
taxes determined through administra- 
tive procedures which we have held to 
meet the tests of due process.” 

The due process clause of the U. S. 
Constitution requires that full faith and 
credit be given to “the public Acts, 
Records, and judicial Proceedings of 
every other State.” The Michigan court 
concluded that even if it did 
ceive of the Ohio “‘judgments” as ‘“‘judi- 


not con- 


cial proceedings,” it would nevertheless 
grant full faith and credit on the ground 
that 


these Ohio en- 


tered in compliance with one of its 


were “records” of 
“public acts.” 

Reviewing the Ohio procedure again, 
Mr. Karam pointed out that it is of sin- 
gular importance in the enforcement of 
tax assessments and should be a model 
for other states. Ohio has in effect by- 
passed all the problems of comity, tran- 
sitory tax laws, etc., by the enactment 
of its summary judgment statute. The 
Kleitch case now afhrms the Ohio pro- 
cedure and gives notice that a procedure 
has been perfected that avoids problems 
inherent in earlier cases. Previously a 
state attempting to enforce a tax claim 
against a nonresident could either sue in 
its own state and then enforce the judg- 
ment in the state of the taxpayer's resi- 
dence or sue the 
Either course had disad- 
vantages. ‘To sue in its own state courts 
involved problems of jurisdiction and 
venue. Suing on the merits in a foreign 
state, even though it would enforce the 
revenue laws of a sister state, subjected 
the taxing state to the difficulties of try- 
ing a case in a foreign jurisdiction. 


on the tax claim in 


foreign state. 


Rule changed slowly 


According to Mr. Karam, a full ap- 
preciation of the importance of the 
Kleitch decision as an additional wea- 
pon in the arsenal of the tax collector 
can only be realized by viewing the ex- 
traterritorial tax collection problem in 
historical perspective, noting the recent 


October 1960 


and rapid retreat from the century-old 
proposition that one state will not en- 
force the revenue laws of another. In 
1934, New York became the first liti- 
gant to limit the scope of the rule in the 
case of Coe Mfg. Co. (112 N.J.L. 536, 
172 A., 198). There New York obtained 
a valid judgment for collection of a 
franchise tax against defendant, a New 
Jersey corporation doing business in 
New York. New York then instituted an 
action in New Jersey to recover on the 
judgment. In upholding New York’s 
right of collection, the New Jersey court 
said that the tax was a debt the defen- 
dant had impliedly contracted to pay 
and as such could be collected in New 
Jersey. Further, it said that the char- 
acter of the claim had merged with the 
judgment. It implied that even without 
a judgment the claim could be enforced 
extraterritorially as a contractual right. 

Although the Coe holding was unus- 
ual for its time, were it not for the case 
of Milwaukee County v. M. E. White 
Co. (296 U.S. 168, 1935), which held 
that a judgment of the taxing state was 
enforceable in another state by virtue of 
full faith and credit notwithstanding 
the fact that the judgment was for tax- 
es, the Coe case would not have received 
wide However, although 
the Milwaukee case firmly established 
the law regarding extraterritorial en- 
forcement of tax claims reduced to judg- 
ment, the court there did not 
the question of whether tax 
would be enforced. 


recognition. 


answer 
claims 


Rodgers rejects old rule 

The first case to affirmatively reject 
the rule State ex rel. Oklahoma 
Tax Comm. v. Rodgers (238 Mo. App. 
1115, 193 S.W. 2d 919, 1946), an action 
brought in Missouri to collect income 
tax that accrued against defendant while 
of Oklahoma. The court 
found no valid reasons for courts of one 
state to deny enforcement to revenue 
laws of another state. Comity compelled 
enforcement, the court stated, and mod- 
ern conditions demanded it. To permit 
a citizen to enjoy benefits of a govern- 
ment and evade the tax by stepping 
across its borders was unwarranted and 
not to be encouraged. The court dis- 
tinguished between penal laws and rev- 
enue laws to show that the two were not 
similar. Logic and reason finally shed 
light upon and eliminated a blind sub- 
servience to a rule that had no basis for 
existence in the United States. 

In Oklahoma v. Neely (225 Ark. 230, 


was 


a citizen 


282 S.W. 2d, 150, 1955), Oklahoma wa; 
permitted to recover income taxes due 
it in an Arkansas court, which ruled 
that, irrespective of the Arkansas reci- 
procity statute, Oklahoma could main. 
tain an action in the forum’s courts to 
recover its taxes. Here was an expansion 
of the Rodgers rule. 

The Rodgers case (Missouri view) was 
recently followed in City of Detroit », 
Gould (12 Ill. 2d, 297, 146 NE 2d, 61, 
1957), which concerned an action to col- 
lect a tax on personal property that was 
assessed when defendant was a resident 
of Detroit. The Supreme Court of Illi- 
nois granted judgment to plaintiff in 
spite of the fact that Michigan had no 
reciprocity statute that would guar. 
antee like treatment to Illinois, nor did 
the court seem concerned about this 
question of reciprocity. 





On the other hand, the Supreme} 
Court of Delaware, like the New York| 
courts, still clings to the “rule” that one 
state will not enforce the revenue laws} 
of another state (City of Detroit v. 
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Proctor, 44 Del. 193, 61 A. 2d 412, 1948),| State e. 


However, although New York and 
Delaware resist the force of the Rodgers 
decision, the pendulum of legal opin- 
ion now appears to be in full swing 
away from the proposition that one 
state will not enforce the taxation stat- 
utes of another state. The rationale 
seems to be reciprocity, and at the pres- 


ent time 25 states have enacted reci- 
procity laws in this area. These states 
are: 
Alabama Minnesota 
Alaska Mississippi 
Arkansas New Hampshire 
California North Carolina 
Georgia Ohio 
Hawaii Oklahoma 
Indiana Oregon 
Kansas South Dakota 
Kentucky Tennessee 
Louisiana Virginia 
Maine Washington 
Maryland Wisconsin 
Michigan 


In general, the statutes in these states 
require their courts to entertain actions 
for the enforcement of tax claims of 
other states where the courts of the 
other state extend a like privilege to the 
forum state. 
addition to the listed states, re- 
ciprocity may be had in Missouri under 
the Rodgers case and in Illinois under 
City of Detroit v. Gould (12 Ill. 2d, 297, 
146 NE 2d, 61, 1957), which latter case, 
as noted previously, enforced a Michi- 
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Case 


Michi- 


ean statute without mentioning reci- 
procity. However, in the Gould case part 
| of the rationale reads: 

' “The remedy for the debt created by 
the tax assessed in the City of Detroit 
is not, by statutory provision or other- 

) wise, created as an exclusive remedy in 
the courts of Michigan. Consequently, 

there remains no reason of comity 
which the courts 

should deny this action... . 

Although the Illinois court will not 


examine 


of this state 


” 


upon 


reciprocity before enforcing 
another state’s tax claim, it appears to 
the set out in 
California ex rel. Hanson v. St. Louis 
Union Trust Company (260 SW 2d, 821, 


Mo. 


follow Missouri view 


App. 1953), so far as non-transitory 
causes Of action are concerned. There- 
wre, Illinois and Missouri will enforce 
the tax statutes of a sister state, provid- 

there is no exclusive remedy in the 
courts of the taxing state. 


idministrative remedies 


The Milwaukee County v. White and 
rel. Oklahoma 
v. Rodgers decisions, however, did 


te ex Tax Commis- 
yt resolve the situation of states such 
Ohio, which provide an exclusive ad- 
inistrative remedy for taxpayers who 
to 


lesire contest assessments. 
Clearly, in Ohio the “judgment” is 
the judgment obtained from an ad- 
rsary proceeding but is the taking of 
}a judgment by summary proceeding. 
Is 
administrative 
gency the kind of “judgment” that will 


he question that arose was: the 


etermination of an 
| be recognized in other states under the 


faith and credit clause or on 
rounds of comity? The importance of 
lis question is clear when we reflect 
it the process of full faith and credit 
nvolves an examination by the forum 
ite only into the jurisdiction of the 
axing state and the merits are closed if 
he taxing state meets the jurisdictional 
sts. This question was answered in the 
in City of New York v. 
Shapiro (129 F. Supp. 149, 1954). In the 


Shapiro case a Federal district court sit- 


firmative 


ng in Massachusetts ruled that an un- 
determination 
the New York City Comptroller of 


yntested administrative 
ise and business taxes assessed against 
of Massachusetts doing busi- 
1ess in New York was entitled to full 
faith and credit in Massachusetts, even 


sidents 


though such a determination might in- 
ude penalties. Noting that the tax- 
payer had personally appeared in a 
hearing before the Comptroller, even 





though he later withdrew, the court 
said it could see no difference in en- 
forcing another state’s judgment for tax- 
es and giving effect to another state’s 
binding determination of taxes. The 
court said that, whether the determina- 
tion of the comptroller was a judgment 
or a record, it was entitled to full faith 
and credit. 

Shapiro, then, determined that an ad- 
ministrative tax decision, made after 
the taxpayer had appeared before the 
comptroller, was either a record or a 
judicial proceeding entitled to ful 
faith and credit. With the Kleitch case 
we find the emergence of the final step 
necessary to prevent the evasion of taxes 
incurred by nonresidents. 

By statute, a nonresident taxpayer is 
precluded from pursuing the merits of a 
tax assessment before his local forum 
court and before the courts of the tax- 
ing state if he refuses to take advantage 
of his administrative remedy within the 
taxing state. The success enjoyed by 
Ohio in the Kleitch case will undoubt- 
edly result in similar legislation by 
other jurisdictions that are presently at- 
tempting to collect huge amounts of de- 
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linquent tax assessments from out-of- 
State assesses. It would appear from the 
Kleitch decision that the due process 
requirements are so minimal under this 
manner of proceeding as to make this 
course preferable to either (1) having to 
wrestle with the jurisdiction problem 
before its own courts or (2) being forced 
to argue their cases before foreign courts 
not familiar with laws of taxing state. * 


Va. apportions interstate 
corporate income a new way 


VIRGINIA WILL replace its two-factor 
formula for apportioning interstate cor- 
porate income. Effective January 1, 1962, 
property, payroll, and sales will be con- 
sidered in place of physical assets and 
gross receipts, which now are the con- 
trolling factors. The amended law is 
patterned after the model uniform state 
law but disregards its distinction be- 
tween business income and nonbusiness 
income, allocating to the state all rents, 
royalties, capital gains and losses, divi- 
dends, and interest when the corpora- 
tion’s principal place of business is Vir- 
ginia. w 











Premium given for trading stamps not 
subject to gross income (sales) tax. The 
Arizona sales tax is in form a gross in- 


come tax; it is a tax on the privilege 
of engaging in business measured by 
the gross income from sales. Taxpayer 
here was a supermarket, a self-redeemer 
of the trading stamps it gave to cus- 
tomers. It argued that no separate sales 
tax was due on the redemption trans- 
action. The court agrees, saying that it 
is a matter of simple economics that 
the price of the merchandise sold in 
the store included not only the goods 
then purchased but the deferred premi- 
um. The total store sales was taxpayer's 
total gross income. Consumers Market, 
Inc., Sp. Ct. Ariz., 5/4/60. 


Wheat fumigants were not used in pre- 
paring for resale; sales tax is due. The 
Oklahoma sales tax exempts merchan- 
dise consumed in the process of “pre- 
paring products for resale.” Taxpayer 
sold wheat fumigants, chemicals that, 
when poured into wheat bins, killed 
weevils. The court finds from the testi- 
mony of experts that such fumigants 
would not be needed if the wheat had 
been milled immediaetly after purchase. 


that 
were used not in preparing the wheat 
for resale but to 
feasible. Sales tax is due on their sale. 
Southwest Chemical Supply, Inc., Sp. Ct. 
Okla., 5/17/60. 


Consequently, it concludes they 


only make storage 


Privilege tax on income held invalid; 
state constitution prohibits such income 
taxes. Taxpayer carried freight in motor 
trucks, interstate 
merce, and never paid Tennessee cor- 


exclusively in com- 
poration, excise, or franchise taxes. In 
1959 Tennessee enacted the 
privilege of being “in receipt of or 
realizing net earnings in Tennessee.” 


a tax on 


The Tennessee constitution gives the 
legislature power to tax income from 
stocks and bonds. The court cites lead- 
ing ‘Tennessee that 
section to mean that the legislature may 
tax income from stock and bonds only. 
The tax 
tained as an Nor is it an 
allowable privilege tax. The right to 
receive income is a universal right, not 


cases construing 


at issue here cannot be sus- 


income tax. 


a privilege; it cannot be called a privi- 
lege by the legislature merely to make 
it subject to tax. Jack Cole Co., Sp. Ct. 
Tenn., 6/6/60. 
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Slow vesting can cut pensions costs 


but IRS opposes it for small firms 


Giving 


sharing 


by HAROLD W. CHATTERTON 


employees an unforfeitable right to their shares in pension and profit- 


plans only after a long period of service can greatly reduce over-all costs 


to the employer and benefit the long-time loyal employee. However, the IRS 


strongly resists slow vesting in closely held, owner-managed companies. And, Mr. 


Chatterton notes, local reviewers are frequently unreasonably rigid. He urges 


taxpayers to appeal harsh local determination letters and points to the number 


of cases in which surprisingly long vesting periods have been approved. 


ost oF us are familiar with the 
M basic tax advantages of a qualified 
pension, profit-sharing, or stock-bonus 
plan, but they bear repeating. 

Briefly, an employer contributes tax- 
deductible dollars to a tax-exempt trust 
for the purpose of accumulating a fund 
for retirement (or other purposes) for 
his employees (including stockholder- 
employees). The employees enjoy tax 
deferment on their shares until they 
withdraw the funds, usually at a time 
when they are in a much lower bracket. 
Under conditions, withdrawals 
are taxed as long-term capital gains. 


certain 


While in the trust, employees’ shares 
are exempt from Federal estate and gift 
the the 
trust is tax free. 


taxes and income earned by 

The part that vesting plays in these 
plans has been often underrated. Usual- 
ly, in the case of plans established by 
small corporations, vesting is something 
that is either arbitrarily picked out of 
the air at the last moment to complete 
the plan or is set up in accordance with 
the “recommendations” of an IRS pen- 
sion trust reviewer, regardless of cost. 

Vesting, of course, refers to the per- 
centage of an employee’s share in a re- 
tirement fund to which he is entitled 
if he terminates employment prior to 
retirement age. Generally, vesting is on 
a graduated scale, starting at a small 
percentage after a given number of 
years’ service and working up to 100% 
after 5, 10, 20 years or longer. 

Vesting can have a considerable ef- 


fect on the costs of these tax-qualified 
plans. Or, to put it another way, vest- 
ing can greatly increase the benefits to 
the loyal employees who remain with 
the employer long enough to achieve 
full vesting. We have all read of the 
janitor or truck driver who retired from 
a giant corporation with a check of six 
figures as his share from the corpora- 
tion’s retirement plan. Employees of an- 
other large corporation recently learned 
that their interests in the trust had in- 
creased 80% in one year. Although 
the above examples are partly the re- 
sults of inflation and spectacularly suc- 
cessful investments, the forfeited shares 
of employees who quit before achieving 
any vesting of consequence had a con- 
siderable, if not precisely calculable, ef- 
fect in achieving such outstanding re- 
sults. 

These are the obvious examples of 
giant corporations that have utilized 
vesting to the hilt. A recent study by 
the U. S. Department of Labor showed 
that the annual separation rate per 100 
employees was only 34 for companies 
with retirement plans against 62 for 
companies without them. Using the 34% 
as a convenient figure to work with, we 
can readily see that, if those 34 employ- 
ees had no vesting, their departure 
would increase the annual earnings of 
the company’s retirement fund from, 
say, 5% to 39%. Thus, we have a clear 
example of how turnover has actually 
benefited the employer or, at least, has 
hurt the employer less. The employer 


has a built-in hedge. He sets up a quali. 
fied retirement plan primarily to re 
duce turnover and, to the extent that 
the plan does not work (i.€., turnover 
continues), his plan costs are reduced. 

From a strictly cost standpoint, the 
slower the vesting the lower the cost per 
dollar of benefits paid out to employees 
who serve the company long and well, 
However, there are two other factors 
to be considered; employee psychology 
and IRS reviewers. 

Since even deferred profit-sharing 
plans are attractive to employees mostly 
for their current benefits, the former fac. 
tor is extremely important. Vesting in 
profit-sharing plans is, therefore, often 
made very liberal in order to soften 
the hard fact that the profit share is de. 
ferred and not immediately payable in 
cash. On the other hand, slow vesting 
in a profit-sharing plan swells the shares 
of the loyal employees who remain with 
the employer. Although slow vesting, im- 
properly explained, could have a detri- 
mental effect on the deferred profit- 
sharing plan, it can be made into a 
feature that sells the plan to the em- 
ployees. As the loyal employees see their 
shares grow and grow as other em- 
ployees leave, they can be made to see 
the value to them of the slow vesting. 
The important thing, of course, is not 
to put the time when substantial vest- 
ing occurs so far out of sight that the 
plan has a “pie in the sky” effect. Ordi- 
narily, substantial vesting after 10 or 
15 years should do the trick. 

In short, if the employer can properly 
sell the slow vesting to his employees (a 
discussion of the well-publicized ac 
counts of employees of large corpora- 
tions who have built up tremendous 
profit-sharing accounts through vesting 
should help immeasurably), the slow 
vesting has the double-barreled effect 
of making both the employer and the 
employee happy. (Of course, there is 
one more party we must make happy, 
and we shall get to him later in this 
article.) 

P. A. Knowlton in Profit-Sharing Pat- 
terns (Profit Sharing Research Founda- 
tion, 1954) reports the results of a study 
of 300 companies having profit-sharing 
plans open to majority groups of em- 
ployees. It is noted that among em- 
ployers having plans with full immedi- 
ate vesting there is a slightly higher per- 
centage who view their plans as “suc- 
cessful” than those having plans with 
slow vesting. The difference is not as 
great as we might expect and perhaps 
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is occasioned by less than perfect selling 
of the plans with slow vesting. After 
all, it is much easier to sell the bird 
in the hand than the two in the bush. 
Suffice it to say that 84% of those with 
slow vesting deemed their plans “‘suc- 
cessful” or “‘very successful,” and among 
the remaining 16% were many who 
didn’t answer or who felt that it was 
too soon to Say. 


Vesting and costs 

The cost of vesting is not readily cal- 
be estimated with 
reasonable accuracy. Let us assume that 
an employer establishes a profit-sharing 
plan with allocations of employer con- 
tributions based strictly in proportion to 


culable but can 


compensation. Let us further assume 


that he contributes the maximum de- 


ductible, 15% of compensation. The 
$4,000-a-year employee would be cred- 
ited with $600. If the vesting were a 
straight 10% a year, the cost would be 
$60 a year for each employee who ter- 
minates employment in the early years. 
Normally it takes a few years for an 
employee to pay his own way. There- 
fore, the employer not only loses be- 
cause of such employees’ quitting after 
a few years, but the trust (and the re- 
maining loyal employees) lose at the 
aforementioned rate. 

The costs of this same plan could be 
whittled considerably if no vesting were 
provided for five years, then 50% after 
the fifth year and another 10% each 
year thereafter until 100% is reached 
after 10 years. Thus, the ultimate vest- 
ing after 10 years remains the same. It 
is easy to see the cost-saving potential 


of even 


such an apparently minor 
change as this. Normally it is within 
the first five years that the major turn- 
over occurs. 

Vesting in a pension plan would seem 
to be less of a problem because the 
basic proposition is to provide employ- 
ees a pension upon retirement, and not 
a great deal of thought is given, by 
either the employer or the employee, to 
any benefits being provided for termina- 
tion of employment after only 5 or 10 
years employment. Consistent therewith, 
most union pension plans provide no 
vesting at all for at least 20 years. Of 


course, in such plans, employees are 


permitted to switch from one employer 
to another within the same industry. 
In the 1960 Study of Industrial Retire- 
ment Plans (Bankers Trust Company, 
New York) vesting was found to be 
pension plans 


much slower in the 


studied than was the case in the study 
of profit-sharing plans conducted by the 
Profit Sharing Research Fonndation 
mentioned above. However in the 
Bankers Trust study it was noted that 
vesting in pension plans did tend to be 
faster than in plans previously studied. 

It is mandatory under a pension plan 
that forfeitures be used to reduce sub- 
sequent employer contributions and not 
to provide increased benefits under the 
plan (Rev. Rul. 57-163, Part 5(a)(1)). 
The employee, therefore, sees no bene- 
fit whatsoever to him through the for- 
feitures from terminated employees. He 
may benefit, indirectly, if the employer 
anticipates these cost reductions through 
forfeitures and provides higher benefits 
than would otherwise be the case. 

At any rate, in a pension plan as well 
as a profit-sharing plan, the employer 
should be made aware that vesting be- 
fore retirement produces additional costs, 
these should 
against the potential value of such vest- 


and costs be weighed 
ing. Of course, most plans provide for 
immediate full vesting in the event of 
circumstances beyond the employee's 
control, such as death or total disability. 
Some plans go even further, providing 
immediate full vesting in the event of 
an employee’s involuntary severance of 
employment. On the other hand, some 
plans provide for the cancellation of 
vesting if an employee takes a position 
with a competitor or divulges the em- 
ployer’s trade secrets to competitors. 
(See Rev. Rul. 57-163, Part 5(b)(2).) 

In the customary pension plan estab- 
lished by a large corporation the bene- 
fits to be provided are generally definite- 
ly determinable, i.e., given the amount 
of an employee’s salary for each year of 
service and the number of years’ service, 
the amount of his monthly pension up- 
on retirement can be determined mathe- 
matically. Regardless of trust earnings 
and forefeitures, that figure cannot be 
the 
plan. The earnings and forfeitures in 


changed, barring amendment to 
such plans do, of course, reduce the cost 


to the employer of funding the plan. 


Money-purchase plans 


The money-purchase pension plan has 
been available all along but recently, 
perhaps due to the growing interest of 
small and very small corporations in 
qualified retirement plans, seems to be 
Under a 
money-purchase plan, the employer an- 
nually contributes a fixed percentage 
of each employee’s compensation. Re- 


achieving new popularity. 
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[Mr. Chatterton is a CPA and a mem- 
ber of the firm of Maier and Chatterton, 
Porland, Oregon. He was formerly as- 
sociated with the IRS, with special re- 
sponsibility for determination letters for 
plans established in Oregon.] 





tirement benefits are not determinable 
in advance but depend entirely on the 
earnings of the trust. However, for- 
feitures do not enter into these earn- 
ings; they must be used to reduce sub- 
sequent contributions, as in any other 
pension plan. The money-purchase plan 
has of the characteristics of a 
profit-sharing plan. Indeed, some em- 
ployers have established money-purchase 
pension plans in conjunction with their 
profit-sharing plans in order to exceed 
the statutory limitation on contributions 
to profit-sharing plans of 15% of com- 
pensation. Under combined plans the 
limitation increases to 25% of compen- 
sation (Section 404(a)(7)). Such employ- 
ers are willing to incur a fixed obliga- 
tion of, say 5% of compensation. and, 
through their profit-sharing trusts, con- 
tribute additional amounts, from 0% 


many 


) 


to 15% of compensation, as conditions 
warrant. The value of a money-purchase 
plan to a small corporation is that ab- 
solutely no actuarial calculations need 
be involved. 

In Rev. Rul. 60-73 (the first ruling 
dealing at any length exclusively with 
money-purchase plans) we see examples 
of different methods whereby an em- 
ployer reduces his costs from forefeitures 
in a money-purchase plan. In the first 
example, forfeitures are simply used to 
reduce subsequent employer contribu- 
tions. In the second example of ac- 
ceptable ways of handling forfeitures, 
the annual contribution by the employer 
for ex- 
pected forfeitures. The plan discussed 
in the ruling provided for contributions 


is reduced by an allowance 


of a fixed percentage of earnings, Le., 
When 
percentage of earnings required to be 


employees’ earnings. the fixed 
contributed to the plan is 2%, the con- 
tribution would be reduced from 2% to 
1.98%, 3%, 
would be reduced to 2.97%, etc. 

The employer is merely reducing his 
advance of the for- 
feitures so as to achieve a level cost. 
The 10% reduction is by no means a 
rule of thumb and was based solely on 
the facts set forth in the ruling. To use 
an extreme example, we could use a 
discount rate of, say 50%, if that was 
the expected turnover rate. Thus, if 


for expected forfeitures; 


contributions in 
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an employer set up a plan providing 
contributions in behalf of each 
employee equal to 5% of earnings and 
if the total earnings were $100,000, the 
expected contribution would be $5,000. 
If, however, it was expected that half 
the employees would forfeit their shares 
each year, the same plan could be estab- 
lished with an annual contribution of 
only $2,500. 

On the same set of facts, if we had 
followed example one (forfeitures re- 


for 


ducing later contributions) of Rev. Rul. 
60-73, the result would be quite differ- 
ent. The heart of many employer's ob- 
jections to retirement plans is that in- 
creasing costs in future years could be 
overwhelming. Here we have a solution 
that goes to the heart of that objection. 
Example one gives an ideal method for 
an employer who has had a big year 
and is frantically looking for more de- 
ductions, especially in the 52% bracket). 
His first year’s contribution would be 
large but those for following years would 
be smaller. It is like using the double- 
declining-balance method in deprecia- 
tion! 


IRS reviewer 

After the proper vesting formula has 
been painstakingly hammered out, with 
a view toward pleasing both the em- 
ployer and the employee, there is one 
monkey wrench that could be thrown 
into the machinery. That is wielded by 
the pension trust reviewer in the local 
office of the District Director of Internal 
Revenue. It is unfortunate that, in most 
plans established by smaller corpora- 
tions, the vesting schedule is for all 
practical purposes laid out by the IRS. 

We are indeed fortunate in the field 
of pension and profit-sharing plans to be 
able to obtain from local Internal Rev- 
enue offices a determination, in advance 
if desired, as to whether a particular 
plan meets the requirements under Sec- 
tion 401(a) for qualification (Rev. Proc. 
56-12). rare 
exceptions, is final. This is a unique 


This determination, with 
service in tax planning. It is not re- 
quired, of course, that a determination 
letter be but one must be 
prepared to go to court if it is not. One 
can count on his fingers the number of 
taxpayers who have deigned to bypass 
or fight a determination letter by going 
to court. (It is worth noting, however, 
that these few were amazingly successful. 
A notable exception: Mississippi River 
Fuel Corporation (266 F.2d 190, CA-8, 
1959 cert. den.), where the taxpayer lost 


obtained, 


October 1960 


$300,000 in deductions because minor 
changes necessary to obtain aavance 
Treasury approval were never made.) 

Since the IRS no longer refuses to 
issue advance determination letters sole- 
ly because of heavy stockholder partici- 
pation in a plan (and has even approved 
plans covering only sole stockholder of 
a corporation) if the coverage require- 
ments of Section 401(a)(3) are met, the 
issue of vesting now accounts for the 
majority of controversies between tax- 
payers and IRS. Most of the other re- 
quirements to be met in qualifying a 
plan are fairly clear-cut, but vesting re- 
quirements leave much to the discre- 
tion of the individual pension trust re- 
viewer. 


IRS on vesting 


How does the IRS feel about vesting? 
We have previously observed the liberal 
trend of the IRS in the field of pension 
and profit-sharing plans. (12 JTAX 17, 
January 1960). There have been no 
formal rulings dealing with vesting that 
would indicate a reversal of this trend. 

In PS No. 22 the IRS stated that 
no requirement for vesting, as a condi- 
tion for qualification of a plan, appears 
in the Code or Regulations, but a plan 
under which discrimination is possible 
in favor of employees who are officers, 
shareholders, persons whose principal 
duties consist in supervising the work 
of other employees, or highly compen- 
sated employees does not qualify under 
the Code (Section 401(a)(4) of 1954 
Code). Thus, the IRS continued, if for- 
feitures that result because of a lack of 
vesting may inure principally to the 
benefit of such employees, the plan will 
not qualify. 

In Rev. Rul. 57-163 the IRS stated, 
“A determination as to satisfactory vest- 
ing provisions will of necessity depend 
on the facts in the particular case in- 
volved. For example, a company which 
ordinarily employs few people obtains 
a defense contract, engages a larger 
number of employees to work on such 
contract, establishes a plan under which 
all employees participate, makes contri- 
butions on the basis of all employees, 
but vested rights are not granted until 
normal retirement age, and it has no 
need for the additional employees ex- 
cept for work on the defense contract. 
It is apparent that upon termination of 
the defense contract, if another con- 
tract is not obtained, the additional 
employees will be released and what- 
ever credits may have inured to them 


under the plan will be forfeited. A 
favorable ruling in such a plan is not 
warranted unless satisfactory provision 
is made for effectuating benefits after 
a reasonable waiting period.” 

This brings us to the Ryan School 
Retirement Trust case (24 TC 127). That 
trust originally covered 110 rank and 
file employees and five officers. It ended 
up covering only the five officers, three 
of the original rank and file employees 
and two others. The five officers, whose 
share of the first year’s contribution was 
8%, eventually received 58% of the ag- 
gregate company contributions and trust 
earnings for the seven-year period of the 
trust. Needless to say, this result was 
caused by forfeitures. The court upheld 
the qualification of the plan, concluding 
its remarks, “If there is any discrimina- 
tion here, it would seem to be in favor 
of the permanent employees as against 
the impermanent employees, but that is 
not the type of discrimination contem- 
plated by the statute.” 

After the Commissioner magnani- 
mously acquiesced in this decision, it 
appeared that a taxpayer could almost 
write his own ticket with respect to 
vesting provisions. However, experience 
has shown that this was a victory for 
Ryan alone and had a reverse effect on 
subsequent plans. 


Closely held companies 


About this time a stiffening in the 
IRS backbone became apparent with re- 
spect to vesting for smaller corporations. 
Apparently the IRS felt that their mis- 
take was approving the Ryan plan when 
it was first established because in so 
doing they had permitted the vesting 
provisions that had led to the final dis- 
astrous (from the IRS viewpoint) re- 
sults. An item of major concern to the 
IRS in the Ryan decision undoubtedly 
was the method of allocating forfeitures. 
In Ryan, forfeitures were allocated in 
proportion to employee account bal- 
ances in the trust. Thus, as an em- 
ployee’s account grew, he received an 
increasingly large portion of the for- 
feitures, which were in effect treated 
exactly the same as earnings of the 
trust. 

This method of allocating forfeitures 
is now virtually forbidden to smaller 
corporations by the IRS. Instead, the 
IRS prefers an allocation in the same 
manner as company contributions so 
that no employee can benefit from a 
large accumulated balance in the trust. 
The apparent contention of the IRS is 
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that, if forfeitures are allocated to em- 
ployees in ratio to their accumulated 
balances in the trust, the benefits will 
pyramid in favor of officers and share- 
holders, since they are the ones that gen- 
erally stay with a firm the longest and 
have the highest annual credits. 

It should be noted that Section 401 
a)(4) prevents discrimination in favor 
of four groups of employees: (1) officers, 
2) shareholders, (3) supervisors, and (4) 
highly paid employees. It should be 
obvious that the rate of turnover for 
practically any company would be less 
among one or more of the enumerated 
eroups than among rank and file em- 
ployees. Indeed, Rev. Rul. 55-186 says 
just that. (Rev. Rul. 55-186 requires full 
esting in a profit-sharing plan upon a 
discontinuance of employer contribu- 
tions thereto.) 

Consequently, in almost any plan the 
so-called “pyramiding” in favor of the 
enumerated group would occur, and, if 
the IRS reasoning is sound, no plan 
should allocate forfeiture in ratio to ac- 
count balances. In an abstract from his 
book Profit Patterns (cited 
above), P. A. Knowlton stated with re- 
to allocation of forfeitures, ‘In 
the case of deferred plans, fund earn- 
and forfeitures of unvested 
portions of the profit sharing credits of 
terminating employees are ordinarily 
allocated to individual participants in 
proportion to previous balances to their 
credit rather than to their compensation 


Sharing 
spect 


ings the 


or contribution.” Of course, the plans 
studied by Mr. Knowlton covered an 
average of nearly 4,000 employees each, 
and experience has shown that the IRS 
does not object to a little discrimination 
in favor of the enumerated group if the 
company is fairly large. 
Many local pension trust reviewers 
well as the national office policy- 
makers feel, no doubt with all sincerity, 
that Section 401(a) is presently too good 
deal for small corporations and is in 
effect a loophole for them. Some re- 
viewers seem to strive, through their 
determination letters, to interpret the 
law as they would have it written rather 
than as it is written. Joseph L. Seligman, 
Jr., in his paper submitted to the Ways 
Means Committee in their recent 
study on broadening the tax base (see 
12 JTAX 86, February 1960), posed the 
following question: “Is it desirable that 
revenue agents, when acting on the 
qualification of these plans, should im- 
pose their individual and varying ideas 
of social and economic desirability?” 


and 


The Treasury’s attitude toward small 
corporations in this area is quite appar- 
ent in its recommended changes to H.R. 
10 (Self-Employed Individuals’ Retire- 
ment Bill of 1959), which were largely 
adopted by the Senate Finance Commit- 
tee in its Report to the Senate on June 
17, 1960. 


Restrictions on close corporations 


Below are some of the restrictions 
that would apply solely to close corpora- 
tions, under the Treasury proposals: 

i. The trustee must be a bank. 

2. In the case of profit-sharing and 
rights 
must be non-forfeitable, and the plan 
must provide a definite formula for de- 


stock-bonus plans, employees’ 


termining the amount of annual com- 
pany contributions. 

3. The plan may not take into ac- 
count social security contributions and 
limitations except where the contribu- 
tions on behalf of employees are more 
than twice the amount contributed for 
owner-employees. 

4. Stricter rules with respect to pro- 
hibited transactions (Section 503) would 
apply. 

In these Treasury recommendations 
not only does the Treasury attitude to- 
ward small, closely held corporations in 
this field come to light, but we see an 
attempt to write into law interpretations 
already in use by IRS. 

If these proposals are written into 
law, there will be no vesting problem 
as far as the IRS is concerned. If we 
have a plan for a large, widely held 
corporation, we will be able, as at pres- 
ent, to more or less vest as we please. 
If we have a plan for a small, closely 
held corporation, we will be subject to 
the above-mentioned onerous rules. The 
The 


recent desirable trend toward more re- 


area of mediation will be small. 


tirement plans for small corporations 
will come to a virtual halt. 

As was pointed out above, the IRS 
objects, in the case of small corpora- 
tions, to the allocations of forfeitures 
in the ratio to employees’ accumulated 
balance in the trust. That this is more 
or less a national policy for small cor- 
porations is borne out by the fact that 
three consecutive appeals to the national 
office on this issue (in accordance with 
Rev. Proc. 56-12) were decided in favor 
of the district director. These plans each 
involved 20 or fewer employees. 

Some pension trust reviewers are not 
content to require that the method of 
allocation of forfeitures -be set up to 
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automatically prevent the prohibited 
discrimination. They go further and re- 
quire that it be impossible, under the 
terms of the plan, to have any for- 
feiture of To illustrate 
this, a recent plan was established cover- 
ing 37 of a firm’s 339 employees. A grad- 
uated scale of vesting was proposed, 
starting at 10% after four years under 
the plan and gradually working up to 
100% after 11 years. The reviewer re- 
fused to approve the plan until the 
vesting was changed to 10% after one 
year with an additional 10% each year 
thereafter. Thus many carefully designed 
vesting schedules are changed by IRS re- 
viewers to less imaginative ones. The 
small corporation is forced to add to its 
costs of setting up a plan by providing 
benefits to employees who have partici- 
pated in the plan as little as one year. 

Let us assume we have a plan cover- 
ing 7,000 employees, 700 of whom are 
in the enumerated groups. Let us fur- 
ther assume that the turnover rate 
among the 700 is 25% and among the 
rank and file employees it is 50%. The 
IRS would probably permit any vesting 
the employer chose. 


conseq uence, 


But if we have a plan covering only 
seven employees, two of whom were in 
the enumerated groups, some pension 
trust reviewers would likely require full 
immediate vesting. 

Again the reasoning used by the IRS 
(or at least its more rigid outposts) is 
that a plan that has too many for- 
feitures automatically discriminates in 
favor of the enumerated group, for that 
is the group who will remain the long- 
est. Most of us will agree that that is 
the group among whom turnover will 
generally be the least. Yet, does it follow 
that, if a larger percentage of rank and 
file employees terminate early and for- 
feit shares, the plan is discriminatory? 
If so, it would behoove the IRS to re- 
view all its determination letters that 
permit forfeitures. 

The Regulations set forth no require- 
ment for vesting. They do require that 
(in the case of a profit-sharing plan) the 
plan must provide a definite predeter- 
mined formula for allocating contribu- 
tions to the participants and for dis- 
tributing the funds accumlated under 
the plan after a fixed number of years 
or the attainment of a stated age or 
upon the prior occurrence of some event 
such as layoff, illness, disability, retire- 
ment, death, or severance of employ- 
ment (Regulations 1.401-1(b)(1)(ii)). The 
requirements for ultimate distribution 
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of benefits to participants are listed in 
the disjunctive. However, as we have 
seen, some IRS reviewers apply the con- 
junctive. 

Another hidden factor behind IRS 
objections to slow vesting seems to be 
its possible use to overcome the 15% 
limitation in profit-sharing plans (Sec- 
tion 404(a)(3)). Suppose an employer 
established a plan with a two-year wait- 
ing period, and it was ascertained that 
the gross payroll of those eligible was 
$100,000. The annual deduction limit 
would be 15% thereof or $15,000. How- 
ever, if the waiting period were changed 
to one year, the covered payroll would 
perhaps increase to $200,000, thus dou- 
bling the deduction. Yet vesting pro- 
visions in the latter plan could be ad- 
justed so as to make it virtually com- 
parable to the first plan. In that way, 
the employer has doubled his allow- 
able deduction without basically chang- 
ing the coverage. In other words, the 
extended in 
latter plan is largely nullified by for- 


additional coverage the 
feitures because of tighter vesting, but 
the 15% 
vented. 
It is interesting to note that the IRS 
apparently has never formally raised this 


limitation has been circum- 


objection (perhaps because it has no 
basis in law or regulations) but relies 
that 
feitures will cause a plan to eventually 
favor the enumerated groups. 

There is an unwritten rule with which 


on the standard argument for - 


we must expect to comply: The smaller 
the corporation the more liberal the 
vesting must be (and the more costly 
the plan). Surprisingly, a plan was ap- 
proved a few years ago that provided 
for (1) allocation of forfeitures in pro- 
portion to account balances and (2) no 
vesting until retirement at 65. Adding 
to the surprise was the fact that this 
plan covered only 11 employees, includ- 
ing the sole stockholder. It is such ex- 
ceptions that prove the rules (even the 
unwritten ones). 


Companies should appeal 


If a small corporation happens to be 
located in an Internal Revenue district 
with an exceptionally rigid reviewer, it 
can expect the costs of its plan to be 
higher because of the added vesting 
costs required as a condition precedent 
to qualification. Yet despite these added 
costs, relatively few local determination 
letters are appealed to the national of- 
fice under the relatively simple appeal 
procedures prescribed under Rev. Proc. 


October 1960 


56-12. According to statistics released by 
the IRS for the fiscal year ending June 
30, 1959, only 31 appeals were made, of 
which the taxpayer won 16. More local 
determination letters should be ap- 
pealed. wr 


New decisions 





Rulings on sick pay plans under 1939 
Code revised. The Service has modified, 
revoked, and reinstated a number of rul- 
ings and GCM’s with respect to the ex- 
cludability of amounts paid pursuant to 
employee sick pay plans in years prior 
to the effective date of the 1954 Code. 
In the light of Haynes (353 U.S. 81), de- 
cided by the Supreme Court in 1957, the 
Service has reversed its published posi- 
tion with respect to amounts received 
pursuant to such plans. For years subse- 
quent to the effective date of the 1954 
Code, Sections 104 and 105 govern the 
excludability of such amounts. Rev. Rul. 
60-184. 


Disability retirement pension payments 
not taxable. A teacher who retired be- 
cause he was physically incapable of 
performing his duties because of a physi- 
cal disability received retirement pay- 
ments under the District of Columbia 
Teachers’ Retirement Act, which pay- 
ments he excluded from gross income. 
The court holds that these payments 
are governed by Section 22(b)(5) of the 
1954 Code, which excludes from gross 
income amounts received through acci- 
dent or health insurance as compensa- 
tion for personal injury or sickness to 
the extent of that part of the payments 
not attributable to contributions by the 
employer. Trappey, 34 TC No. 40. 


No part of annual bonus is sick pay. 
An employer paid an annual bonus to 
its employees based upon the employer's 
annual earnings. One employee who was 
absent because of illness attempted to 
prorate the annual bonus on a weekly 
basis so that the sick pay exclusion 
would be applicable to a portion of the 
bonus. The Service takes the position 
that, in order to qualify as sick pay, the 
payments must be paid pursuant to a 
wage continuation plan; there must be a 
causal connection between the absence 
due to sickness and the amounts paid. 
Here, there was no such connection; in 
fact, the Service concludes, the bonus 
was payable for work done by the em- 
ployee in making the company profit- 


able, rather than for the employee's ab- 
sence due to illness. Rev. Rul. 60-203. 


Grant of option to buy stock of spun- 
off subsidiary is not an allowable modi- 
fication of option to buy stock of parent. 
An employee of both a parent and a 
subsidiary corporation was granted a 
restricted stock option by the parent. 
Thirty months later, the subsidiary was 
spun off, thus reducing the market 
value of the parent’s stock by 40%. To 
compensate the employee for this de- 
crease in value, the subsidiary granted 
him a new option, and the price under 
the option to buy the parent’s stock was 
reduced. The Service holds that the re- 
duction in option price on the parent's 
stock was a modification of that option, 
since it conferred additional benefits on 
the employee. Therefore, that option no 
longer qualified as a restricted stock 
option because the option price was 
lower than 85% of the market value of 
the stock on the date the option was 
originally granted, This transaction did 
not come within the exception to the 
modification rule, which applies when 
there has been a substitution of a new 
option for an old option in connection 
with a corporate reorganization, because 
here, both the old and the new options 
were exercisable; in order to have the 
exception apply, only the new option 
must be capable of being exercised after 
the reorganization. Rev. Rul. 60-168. 


Need liability to accrue payment to trust 
under profit-sharing plan. Taxpayer in- 
stituted a profit-sharing plan in the 
form of a trust for its employees. By the 
terms of the stockholder resolution and 
of the trust instrument the effective date 
of the trust was January I, 1954. Tax- 
payer made a $25,000 payment to the 
trust in February 1954 and claimed a 
deduction for the year 1953, relying on 
Section 23(p)(1)(E) of the 1939 Code, 
which provides that a taxpayer on the 
accrual basis shall be deemed to have 
made a payment on the last day of the 
year of accrual if the payment is on ac- 
count of such taxable year and is made 
within 60 days after the close of the tax- 
able year of accrual. The court holds 
that since the effective date of the trust 
was January 1, 1954, taxpayer could not 
have incurred any liability that could 
properly be accrued on December 31, 
1953, since the employees’ rights under 
the trust did not become fixed prior to 
January 1, 1954. West Virginia Steel 
Corporation, 34 TC No. 88. 
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NEW DEVELOPMENTS IN 


Excise taxes 


OF GENERAL INTEREST 





Liability for cabaret tax depends 


on time of service and collection 


by BURTON L. GRAUBART 


Excise tax matters rarely present questions of interest to practitioners outside the 


particular industry taxed. But the cabaret tax raises problems intriguing to the 


general tax man: the imprecise language of the law, the Treasury’s sweeping and 


impractical interpretation, the series of cases establishing more reasonable rules. 


Mr. 


Graubart clarifies the current state of the law and concludes with the sum- 


mary of operating rules for the benefit of the tax man as business advisor—and 


also as alert taxpayer after working hours! 


pec EVERY PHRASE in the 
Code section imposing the cabaret 
tax has been litigated; the tax is sub- 
stantial, and if the business owner de- 
termines taxability of charges in a way 
different from the Treasury's, he faces 
deficiencies. Now after a long 
series of cases, it is becoming possible 


large 


for tax advisors to set up operating pro- 
cedures that will satisfy the law and 
will not be impractical. 

Section 4231(6) of the 1954 Code im- 
poses a tax equivalent to 10% (20% 
prior to May 1, 1960) of all amounts 
paid for admission, refreshment, service, 
or merchandise at any roof garden, 
cabaret, or other similar place furnish- 
ing a public performance for profit, by 
or for any patron or guest entitled to 
be present during any portion of such 
performance. The primary question we 
shall discuss is when does a guest be- 
come entitled to be present for any por- 
tion of a performance, or at what stage 
of the period of time the cabaret is open 
is the cabaret tax applicable? 

The Seventh Circuit in Bush’s Inc. 
(4/29/69) has just held that the cabaret 
tax could be levied and collected only 
for services and food during the time 
of entertainment. There is no liability 
for tax on amounts collected for serv- 
ices, food, and refreshments during pe- 
riods preceding and following the en- 


tertainment, even though some of the 
customers present before and after the 
entertainment were also present during 
the entertainment. The Department of 
Justice has said it is not appealing this 
decision. 

The original position of the Treasury 
Department was that payments for food, 
refreshment, service, or merchandise 
made prior to the beginning of enter- 
tainment in cabaret, roof garden, or 
other similar place are subject to the 
cabaret tax where the patrons or guests 
by or for whom such amounts are paid 
remain for any portion of the enter- 
tainment afforded (Rev. Rul. 54-487). 
This ruling, however, also stated that 
the tax does not apply to payments 
made by or for patrons or guests who 
leave the establishment prior to the be- 
ginning of the entertainment or who 
enter and leave during an intermission 
period or who enter after the enter- 
tainment has ceased. 

The Treasury Department in enforce- 
ment of Section 1700(e) of the 1939 
Code and 4231(6) of the 1954 Code has 
taken the position that any place oper- 
ating as a cabaret should charge this 
tax to any person attending the cabaret 
during the hours the cabaret is open, 
provided that he is entitled to witness 
a performance, whether he does witness 
a performance being immaterial. 
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A series of cases have taken a quite 
different view of the law. 


Excise taxes ° 


Service after entertainment 

A 1953 the Ninth Circuit 
established the principle that payments 
for refreshments served after the enter- 


case in 


tainment has ceased are not subject to 
tax, regardless of whether the patron 
had been present during the entertain- 
ment. This case (La Jolla Casa de Man- 
132, aff'd 206 F.2d 
925) concerned a hotel serving refresh- 
ments in and from a bar adjoining a 
terrace. Music and dancing were fur- 
nished on the terrace from 9:00 p.m. till 
midnight. Regardless of whether the 
patron had been present during the 
entertainment, no tax was collected or 
paid on purchases made after midnight. 
The stated that, since 
approximately one-third of the patrons 
remaining midnight had been 
there for some portion of the entertain- 
ment period, one-third of the receipts 
during the period after the entertain- 
ment should be subject to the 20% tax. 
The Government's theory was that all 
payments for refreshments by any 
patron entitled to be present during 
any portion of the entertainment were 
subject to the tax, including any pay- 
ments for refreshments served after the 
entertainment. The lower court held 
that the Government’s theory was im- 
practical because it was unable to dis- 
cern by what method a taxpayer is to 
identify a patron who might have left 
during the entertainment and paid his 
check, including the cabaret tax, and 
then returned after midnight from a 
patron who came after midnight for 
the first time. It also was impractical 


ana, 106 F.Supp. 


Commissioner 


after 


because it would require that every 
patron be kept under constant surveil- 
lance to determine whether or not he 
or she was in attendance at some time 
during the The court 
stated that Congress envisioned an es- 


performance. 


sential unity between the service of 
refreshment and the enjoyment of en- 
tertainment, which is the basis for the 
tax itself, and further stated that said 
unity was not present in this case. 


Presence only incidental 


The next limitation on the Govern- 
ment’s sweeping interpretation of the 
law involved taxability of patrons at 
private parties in adjoining rooms, pres- 
ent at the 
dentally. The case was Hover d/b/a 
Ciro’s (158 F.Supp 179, aff'd 268 F.2d 


entertainment only inci- 
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657). Here the taxpayer operated a 
night club with several rooms, in one 
of which entertainment was offered at 
certain These were 
movable wall and a 
soundproof curtain, and the patrons 
in the second room (usually private 
parties) were entitled to view the en- 
tertainment in the first room. The Gov- 
ernment took the position that receipts 
obtained in this second room both be- 
fore and after the entertainment were 
subject to the cabaret tax, as the patron 


times. rooms 


separated by a 


was entitled to see the show. It was a 
the 
two 


time 
the 


rooms was opened to permit the guests 


fact that at an appropriate 
movable partition between 
of the second room to see the floor show 
in the first room. However, the lower 
that the statute must be 
construed so as not to produce illogical 
or irrational results. It stated that if it 
the theory, 
establishment might be taxed on late 


court ruled 


upheld Government’s an 
afternoon receipts, since it is conceiv- 
able that these afternoon patrons might 
be entitled to view the performance if 
they were to remain to show time. The 
court here followed the Casa de Manana 
case, saying that, although that case con- 
cerned taxability of receipts after the 
performance, the underlying rationale 
applies equally to receipts obtained 
prio1 to the commencement of the per- 
The chief factor in the de- 


cision here was that the private parties 


formance. 


congregated for the purpose of enjoying 
their own gathering rather than the 
This was affirmed by the 
Ninth Circuit on June 15, 1959 (268 
F.2d 657). One of the points brought 
the circuit court was that 
Government’s 


show. case 


out by the 
that Section 
4231(6) should be literally applied is 
weakened by the 


contention 


Commissioner’s own 
Regulations, which indicate that he does 
not literally apply the law: Revenue 
54-487 provides that the tax 
does not apply to payments made by 


Ruling 


or for patrons or guests who leave the 
establishment prior to the beginning of 
the entertainment and 
leave during an intermission period or 
who enter after the entertainment has 
ceased. 


or who enter 


Untaxed periods 


A third case upheld the procedure 
of a restaurant owner who divided his 
evening into a dinner (untaxed) period 
and an entertainment (taxed) period. 
The court held that no tax was due 
on bills presented before the entertain- 
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ment began to guests who said they 
did not intend to remain (Alpine Vil- 
lage, DC ND Ohio, 8/13/59). 

It was admitted that some guests who 
paid before the entertainment and indi- 
cated their intention of leaving never- 
theless remained for the entertainment 
without taxpayer’s knowledge. If a din- 
ner patron ordered after paying his 
bill, he would be subject to a new mini- 
mum charge. However, with a capacity 
of 400 patrons, it becomes impractical 
from a business standpoint to identify 
such patrons, even more impractical to 
retrieve their dinner checks and subject 
them to a cabaret tax. The court ruled 
that it did not matter that some guests 
who paid their checks prior to the en- 
tertainment period and indicated their 
intention of leaving nevertheless re- 
mained for entertainment without tax- 
payer's knowledge because taxpayer had 
established a reasonable procedure and 
faithfully adhered to it. The court stated 
that the provisions of a tax statute are 
not to be extended by implication nor 
its operation enlarged to embrace a 
matter not specifically pointed out. In 
case of doubt, such statutes are to be 
construed strictly against the Govern- 
ment and in favor of the citizen. 

The carbaret statute is lacking some- 
what in clarity and precision, the court 
continued. From the language of the 
statute the purpose of the tax is to im- 
pose a levy upon the amount paid as 
for admission to the en- 
the amount that 


consideration 
“entitles 
the patron to be present.” In both La 
Jolla and Hover it is quite plain that, 
absent evidence of fraudulent 
evasion, the consumption of food or re- 
freshments to be taxable must be con- 
temporaneous with the entertainment 
—during the entertainment. Mere pres- 
at the entertainment 
dence of being entitled to be present. 
Here, a patron who paid his bill prior 
to 8:30 was thereby not entitled to be 
present at the entertainment. He had 
to pay an admission charge and tax on 
the charge together with tax on any 
refreshments consumed during the en- 
tertainment. The La Jolla and Hover 
cases illustrate the uncertainties of the 
statute and hold the only practical and 
reasonable construction limits the tax 
to the amounts paid for refreshment 
consumed during the entertainment. 


tertainment, 


some 


ence is not evi- 


Rokiciki contra 


These three cases all require an essen- 
tial unity of refreshment and entertain- 


[Mr. Graubart is the Assistant Treasurer 
and Tax Administrator of California 
Eastern Aviation, Inc., stationed at its 
executive offices in Washington.] 





ment before the taxpayer becomes subject 
to the cabaret tax. Here, we have the judi- 
cial precedent that receipts prior to the 
entertainment period, where there is a 
separation of the dinner and entertain- 
ment periods, are not subject to the cab- 
aret tax. However, we should note that in 
Rokiciki d/b/a Ka-See’s Nite Club (164 
F.Supp. 610, 1958) the court ruled that 
customers who arrived one and one-half 
hours before the entertainment, were 
charged a cover charge, and remained for 
the entertainment were subject to the 
cabaret tax. Here the club had a dinner 
hour from 3:30 to 7:30, adding a cover 
charge after 7:30, even though the en- 
tertainment didn’t start until 9:00. Tax- 
payer claimed the sales between 7:30 
and 9:00 were not subject to the cabaret 
tax. However, the fact that a cover 
charge was added at 7:30 implied that 
the patron was entitled to remain for 
the entertainment. 


Bush’s Inc. 


This latest judicial pronouncement 
follows LaJolla and represents another 
victory for a practical interpretation of 
the law. Bush’s operated a bar that pro- 
vided entertainment from midnight to 
3:00 am. The dispute was the tax- 
ability of the receipts before and after 
the The district court 
held (171 F.Supp 681) that services and 
refreshments furnished after 3:00 a.m. 
were not subject to tax; those served 
during the entertainment period were 
taxable; those furnished before the en- 
tertainment period were taxable if paid 
for during or after the entertainment. 
Where purchases were made prior to 
the entertainment and paid for during 
the entertainment, obviously, the court 
said, the payment entitled the patron 
to be present for a part of the enter- 
tainment. However, if the patron paid 
prior to the entertainment, it could not 
be held that he was entitled to view the 
entertainment. 

In affirming, the Seventh Circuit criti- 
cized the Government’s theory that the 
test is not the time the bill is paid 
but rather whether the patron was pres- 
ent during the entertainment. A patron 
is “entitled to be present” when actually 
remaining for the entertainment. How- 
ever, the court found that the period 
when the bill was paid was important; 


entertainment. 
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as in this case, the presumption was that 
upon payment of the bill the patron 
would leave. 


Operating rules 


Let us review the precedents these 
cases have set and determine what action 
the taxpayer’s advisor should recom- 
mend. 

|. Payments for refreshments served 
subsequent to the entertainment are not 
subject to the cabaret tax regardless of 
whether the patron had been present 
during the entertainment. 

Receipts from pre-performance par- 
ties where the patron’s desire to be 
present during the entertainment is in- 
cidental to some more cogent reason for 
being on the premises are not subject 
to the cabaret tax. 

3. Receipts from a dinner hour where 
the patron indicates that he would not 
remain for the performance are not 
subject to the cabaret tax even though 
some remain without taxpayer’s knowl- 
dge. 

Services and refreshments furnished 
at a time a cover charge is collected are 
subject to a cabaret tax. 

Services and refreshments furnished 
before the entertainment period are sub- 
ject to cabaret tax if paid for during 
or after the entertainment period. 

rhe advisor should realize that each 
individual case should be judged on its 
own merits. 

Che following general points should 
be evaluated according to the particular 
facts. If taxpayer’s customers patronize 
taxpayer’s establishment mainly to see 
the entertainment, obviously taxpayer’s 
receipts are subject to the cabaret tax; 
however, if taxpayer’s patrons frequent 
the establishment both prior to and sub- 


sequent to the show, then care must 


be taken to see that the evening’s re- 
ceipts are segregated into the three pe- 
riods. In. order to clearly reflect the 
periods, a period of approximately 30 
minutes and 15 after 
the entertainment might be used as 
breaking points. Patrons having dinner 


before minutes 


should be given the opportunity to pay 
their check before the 
if they are not going to remain for the 
performance. If an establishment furnish- 


entertainment 


ing entertainment levies a cover charge, 
all receipts during such time should be 
segregated, as they would be subject to 
the cabaret tax. Taxpayers whose estab- 
lishments levy a cover charge should limit 
these charges to periods 30 minutes before 
the entertainment, so that their dinner 


menu will not become subject to the 
cabaret tax. At the conclusion of the 
entertainment all patrons should be 
given their checks with the understand- 
ing that all refreshments purchased sub- 
sequent to that time would be on a 
separate check and not subject to 
cabaret tax. Receipts from private par- 
ties should be segregated, as they are 
not subject to the cabaret tax even if 
they stay for the public performance. 
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Care should be taken to show that the 
privacy and the cuisine are the reasons 
for the meeting, not the show. 
Taxpayer's advisor should study each 
case individually and apply the prece- 
dents that are best fitted to taxpayer's 
particular mode of business. Legislative 
action clarifying Section 4231(6) would 
be beneficial, as the Internal Revenue 
Service will probably continue to con- 
test this matter. wr 


Miscellaneous new decisions this month 





Distributive share of partnership in- 
come paid retiring partner ordinary in- 
come (1939 Code). ‘Taxpayer and six 
other doctors, as partners, operated a 
clinic for the practice of medicine. 
Upon his withdrawal from the partner- 
ship on August 31, 1950, taxpayer re- 
ceived an amount representing his pro 
rata share, less withdrawals, of the prof- 
its of the partnership for the final period 
January | to August 31, 1950. The court 
holds such amount received upon re- 
tirement is taxable under the 1939 Code 
as ordinary income and not as capital 
gain. Ely, TCM 1960-142. 


Farmers on cash basis may deduct costs 
of hens and baby chicks. Farmers who 
buy baby chicks and hens for egg-laying 
or for raising and resale are permitted 
to deduct the costs of buying those birds 
in the year of purchase if the farmers 
employ the cash receipts and disburse- 
ments method of accounting and if such 
method is consistently followed and 
clearly reflects income. The Service's 
position is based on the fact that the 
initial cost of the birds is very low in 
relation to the subsequent costs that are 
incurred in raising the birds, which 
cash-basis farmers are permitted to de- 
duct currently. Additionally, the com- 
mingling of birds acquired at different 
times poses a problem of cost identifica- 
tion when the birds are sold. Rev. Rul. 
60-191. 


*Cooperative’s dividends were paid to 
patron creating profit; they are de- 
ductible. [Acquiescence] Taxpayer is a 
non-exempt farmer’s cooperative associa- 
tion in the cotton ginning business. 
Under its by-laws, non-member patrons 
were to participate in patronage divi- 
dends on the 
patrons. A substantial portion of the 
cotton ginned was grown by 
croppers under an arrangement whereby 


same basis as member 


share- 


the cotton belonged to the landlord and 
sharecropper jointly. At the time of the 
delivery of the cotton to taxpayer, the 
landlord disclosed the joint ownership, 
and throughout the ginning process the 
respective interests of landlord and ten- 
ant were designated. In the contract be- 
tween the landlord and taxpayer, the 
landlord declared himself to be agent 
for his tenants. Taxpayer paid patron- 
age dividends to the landlord but com- 
puted the tenants’ shares separately and 
advised the landlord of these amounts. 
Patronage dividends paid by a non- 
exempt cooperative may be excluded 
from its gross income if they are made 
pursuant to a _ pre-existing obligation 
and the patron receiving the rebate is 
the one whose patronage created the 
profit distributed to him. The Com- 
missioner argued that, since the land- 
lord here received the dividends repre- 
senting profits created by the tenants, 
the rebates did not qualify for exclu- 
sion. The Tax Court disagreed and 
found that the tenants’ patronage divi- 
dends were paid to the landlord as agent 
for the tenants and thus qualified for 
exclusion. Producers Gin Association, 33 
TC 608, acq., IRB 1960-31. 
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Equipment lessees can schedule payments, 


and deductions, to avoid tax hazards 


by FRANK K. GRIESINGER 


The equipment leasing industry has grown remarkably in the past five years and 
é ¢ 5 ¢ 7 


lessors have exercised great ingenuity in creating leasing contracts with varied 


payment schedules, purchase rights, renewal options, etc., many of them devised 


with an eye on tax effect. Unfortunately some of these proposals are not soundly 


based. The businessman faced with marketing and financing proposals from pro- 


fessional lessors must himself weigh the chance of tax difficulties against business 


benefits in choosing the best lease for him. This discussion focuses attention on 


current developments that may affect deductibility of lease payments. 


y ipe: LEASING INDUSTRY continues to 
offer glib comment about leasing 
advantages that are largely illusory. 


Counselors must be alert to acquaint 
clients with the areas of uncertainty 
that still 
aspects of equipment leasing. 


exist in the legal and tax 

Since publication of my March 1956 
article in this magazine, a number of 
hopeful guideposts have appeared. At 
the same time, Revenue Ruling 55-540 
remains the major statement of the Gov- 
ernment’s position. Although a number 
of current cases show a trend supporting 
the right of the lessor and lessee to 
lease on any basis consistent with busi- 
ness purpose, no major test of certain 
controversial parts of Rev. Rul. 55-540 
has yet taken place. There is continued 
need for caution and for conservative 
treatment of important equipment leas- 
ing transactions. 

In Rev. Rul. 55-540 the Government 
took the position that the lessee may 
have an equity if payments are dispro- 
portionately large in the early years of 
the This 
tested by two cases. 


lease. reasoning has _ been 

In the Abramson case (133 F.Supp. 
677, SD Iowa 1955) the district court 
established the right of the lessee to 
claim deduction of rental when pay- 
ments made under the basic lease were 


compressed into a period appreciably 


shorter than the normal depreciable life 
of the rented equipment, although the 
Court disallowed a portion of the rent, 
applying it ultimately against the pur- 
chase price of the rented property. 
Similarly, in a 1959 case, the Eighth 
Circuit, reversing the Tax Court, held 
that the Western Contracting Company 
(271 F.2d 694, CA-8, 1959) negotiated a 
bona fide lease. No question was raised 
concerning equity accumulation. In both 
and the Western cases, 
the lessee negotiated a purchase of the 
leased equipment on a fair market value 


the Abramson 


basis after the basic lease payments had 
been made. In the Western case, parti- 
cularly, the rental payments were not 
held to be evidence of equity accumula- 
tion. Yet they were substantially in ex- 
cess of the straight line depreciation 
which would have applied to an original 
purchase transaction. 


Advance rentals 


These decisions also seem important 
in interpreting the effect of Rev. Rul. 
60-122 (1960-14 IRB 9), which concerns 
the apportionment of advance rentals. 

In general, it seems well settled that 
advance rental payments are deductible 
in the current year only if they are 
specifically applicable to that year’s busi- 
ness. For instance, a professional lessor 
may provide by contract that five 


months’ rental in advance must be paid 
on a 60-month level payment contract. 
The lease specifies that the advance 
rental will be applied to the first, sec. 
ond, fifty-eighth, fifty-ninth, and _ six. 
tieth payments. In view of such a speci- 
fic contract provision, the lessee should 
make his deduction in the period to 
which the payment applies. Certainly he 
should not make the full deduction in 
the year of payment. 

However, Rev. Rul. 60-122 goes 
further. In an example quoted in the 
ruling, the taxpayer used equipment for 
72 months, but made only 39 payments, 
In the first three years 36 payments were 
made; one yearly payment was made 
for each of the three yearly renewal 
periods. All payments were in the same 
dollar amount. The ruling reads: “...a 
portion of the total payments in the first 
36 months constitutes advance or pre- 
paid rental applicable to the second 36- 
month period . . .” The ruling then 
went on to prorate total rental payments 
over the entire 72-month period. 

Although this ruling is extreme, it 
seems a logical extension of Rev. Rul. 
55-540. But an interesting softening of 
the equity accumulation doctrine has 
taken place in Rev. Rul. 60-122 because 
the Government recognizes the validity 
of the lease used as an example. Evi- 
dently, this is because no purchase op- 
tion is included. However, note that the 
equipment had to be returned to the 
lessor at the end of six years, well ahead 
of its normal depreciable life. 


Does lease control? 

This recent ruling gives further per- 
spective to the question: Can the Gov- 
ernment challenge the properness of 
the rental charges set by contract be- 
tween the 
Lease-backs and Leasing 1 described four 
cases in which the courts have held that 
the intention of the parties governs the 
deductibility of the transaction, not the 
doctrine of “economic effect” cited by 
the Government in litigation. 
The Contracting case also 
favors the taxpayer. I continue to be- 
lieve that the courts will permit fuil 
deduction of rental that is consistent 
with a valid business purpose of the 
lessce and lessor. 

Some authorities believe that Rev. 
Rul. 60-122 indicates that the Govern- 
ment will disallow rental payments paid 
on a declining-balance schedule. The 
Government may endeavor to disallow 
such payments, but I believe the courts 
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Mr. Griesinger is president of the 
Cleveland consulting firm Frank K. 
ance) Griesinger and Associates, Inc., special- 
-sec.b ists in lease consulting and brokerage. 
six.) He has lectured and written widely on 
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peci-) this subject. He will be chairman of 
ould) the American Management Association’s 
d to} October 1960 briefing session on equip- 
ly he) ment leasing.] 
yn in} 
will support the taxpayer’s right to de- 

goes) duct such payments in the year paid, 
1 the! if the usage period covered by the pay- 
it for| ment coincides with the taxable year of 
ents.) the lessee. Several factors seem to sup- 
were} port the taxpayer’s right to make such 
made} deductions. 
1ewal First, there is the definite trend in 
same| case law that favors the right of con- 

.a| tracting parties to lease on any basis 
» first) consistent with business purpose. If that 


pre-} purpose is served by declining-balance 


d 36.) lease payments, those deductions should 

then} be permissible. 

nents Next, I have seen documented reports 
f disallowances that were reversed 

.e. it) when the lessor’s agent notified the les- 

Rul} see’s agent that the Internal Revenue 

ng of} Service had approved the tax conse- 


has) quences of the lessor’s leasing plan. Sev- 
eral of these reports were made at a 
recent meeting of machinery manufac- 


cause 
lidity 
Evi. turers who sponsor their own leasing 


e op plans. 
it the Finally, several professional lessors 

» the. have now been cleared by the Internal 
thead| Revenue Service on past years of opera- 

| tion. It is obviously to the advantage of 
the lessor to depreciate his equipment 
under the new options. Where it is pos- 

- per sible to gear the lessee’s repayment 

Gov.) schedule to the lessor’s depreciation, in- 
ss of} come adjustment problems are mini- 
t be-| mized and the tax burden eased. Pro- 

Sale-| vided that the lease payments are made 
i four} over a term that is in reasonable rela- 
that| tionship to the normal depreciable life 
is the} of the rented equipment, it would seem 
‘t the} Proper to permit the lessee to secure the 
4 by| tax timing advantages of the declining 
ation.| balance lease payments, particularly if 

also} the lessor’s accounting has been ap- 

o be.| proved. Under such circumstances, I do 
- fyyj} Rot believe the courts would sustain any 
istent| attempt by the Government to convert 
f the} Such declining-balance lease payments to 

a level-payment basis. 

Re: Admittedly, practitioners can only 
vern-| 8Uess at the outcome of such arguments, 
, paid and the courts eventually will have to 

The| interpret these administrative rulings. 
allow| 1% the over-all view, Rev. Rul. 60-122 
-ourts| ©¢™S to be one more indication of the 





Government’s attempt to maximize tax- 
able income by postponing tax deduc- 
tions. 

These questions emphasize that tax 
and legal counselors should encourage 
their clients to examine all the possi- 
bilities available for financing plant and 
equipment. In recent months, several 
finance and factoring companies have 
established leasing divisions. These firms 
now offer users the choice of conditional 
sales, chattel mortgage, or leasing plans, 
with terms tailored to the specific need 
of the user. Some major professional 
lessors now offer conditional sale financ- 
ing in addition to lease financing. In 
Cleveland, one firm offers a lease broker- 
age service. Contracts offered by many 
professional lessors and finance com- 
panies are examined so that the best 
plan may be selected for a specific client 
problem. 

Competition between leasing com- 
panies has resulted in lower rates and 
decreased renewal and purchase option 
percentages. This competition can be 
dangerous to the user, because a search 
for the lowest cost plan may bring a 
poorly managed and financed lessor into 
the picture. The client should try to find 
a lessor so financed that future business 
can also be accepted without question. 
As in any other business, quality pro- 
fessional leasing service may be well 
worth its slight extra cost. 

In pushing for business, certain les- 
sors have quoted renewal and purchase 
option percentages that can be con- 
sidered “nominal” in relation to the 
market value of the equipment during 
the renewal term or at option time. 
Rev. Rul. 55-540 and all case law holds 
specifically that such nominal options 
can result in reclassification of the lease 
as a contract of conditional sale, thus 
eliminating possible tax timing advan- 
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tages inherent in the larger lease pay- 
ments, as compared to depreciation de- 
ductions. Such nominal options and re- 
newals should be avoided. 


Accounting * 


Summary 


1. Advance rental payments may be 
deducted only in the period where they 
specifically apply. Where there is no 
contract provision on specific applica- 
tion, the lessee should ask the lessor to 
make the advance rentals applicable to 
the first months of the lease so that the 
lessee will receive maximum tax post- 
ponement advantage. 

2. If payment of some kind is made 
in addition to rent, such as a_per- 
centage of profits, the lessee and the 
lessor should spell out the chronology 
of the payment so that correct deduc- 
tions can be made. 

3. The lessor and the lessee have a 
contractual right to schedule payment 
of rent on any basis consistent with busi- 
ness purpose. Such rent may be sched- 
uled on a declining-balance basis or on a 
straight-line basis. For safety’s sake, how- 
ever, the period of the 
should be set within a reasonable dis- 
tance of the normal depreciable life of 
the equipment 
court 


basic lease 


Favorable 
notwithstanding, the 
Government still applies the equity ac- 
cumulation provisions of Rev. Rul. 55- 
540 when long-lived equipment is leased 
on a basic lease contract of short dura- 
tion. 


involved. 
decisions 


4. Counselors should encourage clients 
to examine cash flow results of pur- 
chase plans as well as lease plans, in- 
cluding conditional sale and chattel 
mortgage contracts. The use of a skilled 
equipment broker help 
locate both a strong lessor and a con- 
tract tailored to the client’s specific 
problem. vr 


leasing may 


New Regulations clarify loss on 


demolition of leased property 


Oh pegeninn, IS, ORDINARILY, the end 
of useful life, and it would seem 
logical that any unrecovered cost of the 
demolished property be allowed as a 
loss at that time. In fact, this is the 
framework of the tax approach to demo- 
lition. But a great deal of other ma- 
terial has been added to that frame- 
work to take care of more complex 


by WILLIAM L. RABY 


situations. When the demolished proper- 
ty has been leased to another, the courts 
have been reluctant to allow a write-off 
in the year of demolition without in- 
quiry into the circumstances. The un- 
stated question nagging at the courts 
seems to have been: “Did the taxpayer 
suffer an loss?”1 A “yes 
answer to this question isn’t necessarily 


” 


economic 
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[Mr. Raby is a Certified Public Accoun- 
tant and a partner in Skee, Pedersen & 
Raby, Rockford, Illinois. He is an assis- 
tant professor at the University of Ari- 
zona.| 





helpful, since it may be held that the 
loss was actually sustained in some prior 
year,? but a “no” answer loads the dice 
against the taxpayer. 

Yet, as we think about it, it becomes 
clear that no loss has been suffered by 
the act of demolition. The person de- 
ciding to demolish would not do it 
unless he felt the property was of more 
value without the improvements than 
with them. From this point of view, 
the only demolition losses would be the 
result of bad judgment or of contrac- 
tual requirements that precluded the 
exercise of independent judgment. 

However, the building is gone, and 
the lessor has to recover the remaining 
basis of the demolished improvements. 
If he cannot write them off in the year 
of demolition, when can he write them 
off? 

Over the life of the lease, say the 
the demolition was to ob- 
Over the life 
improvements, 


courts, if 


tain the lease.® of the 


replacement say some 
courts, if the demolition was to clear the 
land for these replacement improve- 
ments.4 In the year of demolition, say 
some courts, if there was no intent to 
demolish when the property was ac- 
quired or the lease entered into.5 

Now this is all very confusing to the 
man who has to make the decision. If 
a 99-year lease is being entered into, 
and if the unrecovered cost of the im- 
provements now on the property may 
have to be written off over 99 years, 
the tax benefit of the write-off to a 
65-year-old owner is going to be minute. 
A write-off during his lifetime, rela- 
tively speaking, will give great benefit. 
It hardly helps to tell him that (1) 
the framework of the tax law, 
there is a great deal of logic to support 
the proposition that he should get an 


within 


1 See, for instance, Smith Real Estate Co. v. Page 
(CA-1, 1933, 67 F.2d 462), where the appellate 
court pointed out, “ . if the buildings had 
value at the time of the lease, such value was sur- 
rendered to the lessee and was presumably com- 
pensated by the provisions in the lease.”’ This line 
of reasoning might well furnish an argument for 
disallowing all depreciation to lessors under long- 
term leases, with amortization of the unrecovered 
basis as an element of lease cost being substituted 
therefor. 
2 Section 1311 would, of course, be helpful here if 
the prior year was still open at the time the de- 
molition loss was claimed. 

Moreover, if the sole basis for saying that the 
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immediate write-off of his unrecovered 
cost at the time the buildings are de- 
molished; yet that (2) within the frame- 
work of economic reality, he has sus- 
tained no loss, but rather the unrecov- 
ered cost of the improvements is simply 
part of his cost of obtaining the 99-year 
lease and should be amortized ratably 
over its life. 


Lease terms 


It does not matter whether the de- 
molition is done by the lessor or the 
lessee. This distinction is apparently 
recognized as being artificial. The lessor 
cannot demolish without the consent of 
the lessee, nor the lessee without the 
consent of the lessor. Thus, in a tax 
sense at least, any demolition is done 
by both lessor and lessee. 

If the term of the lease is less than 
the expected useful life of the improve- 
ments being demolished, there is not 
the same danger of having the unre- 
covered cost amortized over a ridicu- 
lously long period. Since the lessor was 
already depreciating the improvements 
over their useful life, he is in an im- 
proved position, as far as deductions 
are concerned, as a result of the demoli- 
tion. The worst that should happen is 
that his unrecovered cost will be spread 
over the remaining life of the lease 
(which is a shorter period than the life 
of the demolished improvements). The 
rationale of some court decisions poses 
a threat that the unrecovered cost might 
be spread over the life of the replace- 
ment improvements, if that life is longer 
than the remaining lease term, but it is 
my understanding that the IRS will not 
push this point of view. 

If the term of the lease exceeds the 
expected useful life of the improve- 
ments being demolished, there exists the 
danger of having the unrecovered cost 
of those improvements spread over the 
lease term. This danger is accentuated 
because of the common-sense provision 
inserted into so many such long-term 
leases giving the lessee a right to de- 
loss occurred in a prior year is that, with the bene- 
fit of hindsight, it now appears that the useful life 
used by the taxpayer for depreciation purposes 
was too long, this will not bar the deduction. Mere 
suspicion (Reg. 1.167(a)-1(b)) that useful life 
has been shortened from the original estimate does 
not in itself justify changing the useful life being 
used. Thus, usually, the demolition decision, or the 
events leading up to it, provide the first real oc- 
casion for reappraising the useful life. Klinck (11 
TCM 1224): “Depreciation is to be determined ac- 
cording to circumstances as they are known to 
exist at the end of the current year.” 


% Manning, 7 BTA 286; Berger, 7 TC 1939; Young, 
CA-9, 59 F.2d 691; Nickoll, 32 TC 132. 


molish and replace. From the stand. 
point of the lessee, such a provision 
would seem mandatory. Otherwise the 
lessee has no right to remove the im. 
provements, no matter how useless or 
positively detrimental they may be. 
come.7 Yet, seeing this provision in the 
lease, eagle-eyed Revenue Agents have 
matter-of-factly disallowed the lessor’s 
loss on demolition. Their ground? That 
the demolition loss was compensated for 
by obtaining the long-term lease. The 
same logic might be stretched, although 
I have not yet encountered this, to 
deny the lessor his depreciation deduc- 
tion prior to demolition, requiring in- 
stead that his total unrecovered cost be 
spread over the lease term so long as 
there is a demolition provision in the 
lease. 


New Regulations 


Proposed Treasury Regulations on 
demolition losses were not calculated to 
make this situation any easier.8 They 
proposed to deny a demolition loss de- 
duction where the demolition was pur- 
suant to the provisions of the lease. 
Now the final Regulations are out.® 
They provide, more reasonably, that 
the demolition loss shall be disallowed 
only if pursuant to the requirements 
of the lease. The terms of the lease or 
collateral agreements should thus de- 
termine the tax treatment of the demo- 
lition loss, at least at the administrative 
level. Still open though are at least 
two questions: (1) What is a require- 
ment? (2) Will the courts still tend to 
think of loss in economic terms and 
hence repudiate the Regulations if the 
issue is placed before them? In the 
recent Cosmopolitan case (TCM 1959- 
122) the opinion indicated that a 
write-off of unrecovered cost probably 
wouldn’t have been allowed absent the 
terms of the stipulation between IRS 
and taxpayer. The stipulation provided 
that the issue of a replacement building 
was not germane to the writing-off of 
unrecovered cost but rather that the 
‘ Appleby Estate, CA-2, 123 F.2d 700; RKO Thea- 
ters, Inc., Ct. Cls., 168 F. Supp. 598. 

5 Union Bed Spring Co., 39 F.2d 383; Piedmont 
National Bank of Spartanburg, 162 F. Supp. 919. 
8 Nickoll, 32 TC 132; Reg. 1.165-3. 

7 From the standpoint of the lessor, too, such a 
provision may be common sense. If permission to 
demolish is granted, a desire for security may 
prompt the requirement of replacement. An in- 
centive for a requirement for demolition and re- 
placement may be the prospect of getting (or, 
more likely, having his heirs get) the property 
back with substantial improvements on it. 


58 Proposed Regulations 1.165-3(d), 10/8/59. 
® Reg. 1.165-3(b) (2). 
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sole issue was whether the useful life 
of the demolished buildings was ter- 
minated by their demolition. 

If property is acquired with the in- 
tent to demolish, or if demolition is re- 
quired as a condition of obtaining a 
little doubt that no 
demolition loss is allowable and that, 
the unrecovered cost of the 
demolished improvements must be re- 
covered over the life of the replacement 


there is 


lease, 


instead, 


improvements or the term of the lease. 

With the release of final Regulations 
on demolition losses, we are at last in 
a position to reach some certainty on 
the treatment of these losses. The Treas- 
ury is to be congratulated on its modi- 
fication of the proposed Regulations. 
If they are now administered in the 
same reasonable spirit as they were 
formulated, perhaps one area of contro- 
versy has been settled. *% 


Net lease income is taxable as 


unrelated business income 


pies RECEIVED by an exempt organ- 
ization from a net lease of railroad 
tank cars to an industrial company has 


been held to be unrelated business 
income taxable under Section 511 of 
the Code, in Rev. Rul. 60-206, IRB 


1960-21, 10. This ruling is of obvious 
exempt organizations sub- 
ject to that tax. It may also be of tan- 
gential interest to any real estate syndi- 
ite whose 


concern to 


form bears so close a re- 
that its 


avoidance of corporate taxation depends 


semblance to a corporation 
showing that it is not engaged in 
usiness., 

Che exempt organization involved in 
the ruling, an employees’ trust, quali- 
fied under Section 401(a) of the Code, 
and exempt under Section 50i(a), pur- 
number of railroad tank cars 
and leased them 


chased a 
to an industrial com- 


pany for “a period of years” with an 
option to the lessee for renewal. The 
lessee had full responsibility for the 
maintenance and operation of the cars 
and their replacement in case of loss. 
Che sole activity of the trustee with re- 
spect to the tank cars during the lease 
period would be receiving rental in- 
me. 

The ruling states that “In the instant 
case, the leasing or renting of the rail- 
road tank cars for a period of years 
with an option to renew is a business 
kind 
profit.” The tax on the unrelated busi- 


f a ordinarily carried on for 
ness income of exempt organizations 
was originally imposed in 1950 to limit 
the competitive advantage of such or- 
ganizations over business organizations. 
One would not expect the Service to 
interpret narrowly a statute so designed, 
particularly in view of exemptions which 
the statute itself allows;. for example, 


all rents from real property, including 


personal property leased therewith, are 


excluded from the category of unrelated 
business taxable income except to the 
extent that the provision relating to 
rents from property purchased with bor- 
rowed funds applies (Sections 512(b)(3) 
(4) and 514). 

In the case of an exempt employees’ 
trust, the defines 
trade or 


statute “unrelated 


business” as “any trade or 
business regularly carried on by such 
trust” (Section 513(b)). Whether an ac- 
tivity constitutes a trade or business is 
primarily a question of fact. The ruling 
does not state certain facts—the term of 
the lease, the number of tank cars, or 
their useful life. In view of the lessee’s 
option to renew the lease, however, it 
that the 
again, possibly to a number of different 


appears cars may be leased 


lessees. 


Net lease cases 


In some cases involving the old capital 
the 
issue was whether the taxpayer was an 
association taxable as a corporation, the 
receipt of income from net leases has 
held from a 
trade or business. There are, in general, 
differences between the net lease con- 
sidered in Rev. Rul. 60-206 and the net 
leases in the 
cases, a single piece of real estate was 
involved and the period of the lease was 
a long one: the Cleveland Trust Com- 
pany case (115 F.2d 481) (a 99-year lease 
of one building); see also Zonne v. 
Minneapolis Syndicate (220 U. S. 187, 
1911) (130-year net lease of an office 
building). 

Leasing a single property several times 
over a period of years to the same lessee 
by a net lease has not always been con- 
sidered to be a trade or business. In 
Harrisburg Hotel Company (145 F.2d 
116, CA-3, 1944) the taxpayer built and 


stock tax and in others in which 


been not to have arisen 


those cases. In most of 
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leased a hotel in 1918, entered into a 
supplemental lease in 1925 and extend- 
ed the lease in 1936. The taxpayer was 
held not to have been carrying on a 
business in 1940 and 1941. See also 
Wyman Building Trust (45 BTA 155, 
1941). 

On the other hand, some owners of 
real property subject to net leases have 
been held to be in trade or business 
(Sherman, TCM 1943, aff'd 146 F.2d 219 
(CA-6 1944); Marshall’s Heirs, 111 F.2d 
935 (CA-3, 1940), cert. den., 311 U.S. 658). 
In the Sherman case a trust to which 
devisees transferred two properties sub- 
ject to net leases was held to be en- 
gaged in trade or business, hence tax- 
able as a corporation. The trust’s prin- 
cipal activity was to collect rents, but 
the noted that the trustee 
was not relieved of the duties of super- 
vising the lease and that it exercised 
“the active functions of an alert lessor” 


Tax Court 


by negotiating with tenants for a re- 
adjustment of rent or for payment of 
rent during the depression. 

If the duty of acting as an alert lessor 
is sufficient to constitute engaging in a 
trade Rev. Rul. 60-206 is 
correct without regard to the prospect 


or business, 


of future leasing of the same cars, to a 
number of 

In the the deter- 
mination of whether the organization 
the 
business enterprise was affected more by 
its purposes, as indicated by its un- 


lessees. 
association cases, 


was a medium for conduct of a 


exercised powers, than by its narrower 
activities. In the case of a tax imposed 
on the income of an exempt employees’ 
trust from any “trade or business regu- 
larly carried on” (Section 513(b)), un- 
exercised powers may be of less im- 
portance. In the ruling, the conclusion 
that the realized rental income 
from such a business was based on the 


trust 


act of leasing the cars with an option to 
renew and the indication of a continu- 
ing purpose of the organization to de- 
rive some of its income from such ac- 
tivity (Regulations 1.513-1(a)(3)). 


Conclusion 


The significance of this ruling to the 
exempt organizations to which the un- 
related business income tax applies is 
that “trade or business” will not be nar- 
rowly construed and that rents from 
personal will probably be 
deemed taxable by the Service. Such 
organizations would do better to acquire 
and lease real property, relying on a 
specific exemption for such rentals, if 


property 
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they can finance the purchase from their 
own funds, thus avoiding the tax im- 
posed by Section 514. 

While this ruling is not of direct con- 
cern to real estate syndicators, a review 
of the cases involving net leases of real 
property that owning real 
estate subject to long-term net leases 
may, in the future, be treated as doing 


indicates 
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business, Therefore, syndicates owning 
such property, in order to avoid associa- 
tion status, may have to rely on avoid- 
ing resemblance in form to corporations. 
The Commissioner’s Proposed Regula- 
tions on this subject were issued on De- 
cember 23, 1959, and were discussed in 
the March 1960 issue of the JouRNAL 
OF TAXATION. vw 


CA-2, deferring accrual despite payment, 


splits on tax v. business accounting 


T= SHARP DISAGREEMENT among 
judges of the Second Circuit in the 
Consolidated Edison decision (5/25/60) 
opens further the gap between account- 
ing for business purposes and account- 
for The 


whether the contested portion of a real 


ing tax purposes. issue is 
estate tax is accrued in the year paid or 
in the later year liability was finally de- 
termined. 

The court’s majority found that the 
did the 


year it was paid and that it was de- 


contested sum not accrue in 
ductible in the year finally determined. 
Judge Clark dissented sharply. 

The Court of Claims had previously 
denied to the same taxpayer (135 F. 
Supp. 376, cert. den. 351 U. S. 909) de- 
duction of similarly contested taxes paid 
in other years. That court followed its 
Chestnut 
(62 F.Supp. 574), in which it used the 
oft-quoted 


earlier decision in Securities 


phrase, “accrual precedes 
payment and does not follow it.” 

The Second Circuit, to make its opin- 
took 


but helpful step of restating the facts in 


ion easier to follow, the unusual 


terms of small round amounts: 


1949, Consolidated 
Edison was notified on January 
25, 1949, of a tentative assess- 
New York City real 
estate tax of Dats wie 
It then filed, by March 15, 1949, a 
bona fide protest, admitting li- 
ability of 


For the year 


ment of 
$100 


or about 
May 25, 1949, final assessment 


After hearing, and on 
was made in the amount of . 100 

About October 1, 1949, under pro- 
test and for the stated purpose of 
avoiding liens, seizures, levies, 
penalties, interest, etc., and re- 
serving all rights, payment was 
made Of ........ Gare Base 

On October 25, 1949, certiorari 
proceedings were instituted in 


100 


the New York Supreme Court 
admitting liability of, and deny- 


ing liability ‘n excess of ...... 85 
In December 1951 the certiorari 

proceedings were settled, fixing 

the tax liability at .......... 95 


The year at issue here is 1951. The 
Government took the position that the 
$5 refund is income in 1951, $100 hav- 
ing been properly deductible in 1949. 
The taxpayer claimed a $10 deduction 
for 1951, only $85 having been, it said, 
properly deductible in 1949. 


Dixie Pine 
The majority reviews briefly the lead- 
ing Anderson case (269 U.S. 422), estab- 
lishing the all-events rule—that a liabil- 
ity becomes deductible when all events 
have occurred that determine the fact 
and the amount of the liability. Dixie 
Pine Co. (320 U.S. 516) applied this to 
a contested liability and held the ex- 
pense was deductible only in the year 
in which the liability was finally adjudi- 
cated. 
“Tt is true,” the Second Circuit con- 
tinues in Consolidated Edison, “that the 
Supreme Court cases above cited did not 
involve a taxpayer who paid a contested 
tax during the pendency of the contest. 
That question was presented in the 
Consolidated Edison case in the Court 
. and that Court followed 
its earlier decision in Chestnut Securi- 
ties Co., which held that ‘Accrual, from 
the debtor’s standpoint, precedes pay- 
ment and does not survive it.’ With due 
respect we disagree with this view. In- 
deed, the findings of fact with respect 
to applicable accounting principles 
which the Court of Claims made in the 
Consolidated Edison case are 


of Claims. . 


incon- 
sistent with such decision. The princi- 
ples of accrual accounting set forth in 
those findings are correct. A decision 
supporting them will prevent a taxpayer 


from taking the inconsistent positions 
of contesting a liability and at the same 
time claiming a deduction for it... . 

“It is suggested in criticism of our de- 
cision that it leaves open to a taxpayer 
opportunities for manipulation through 
self-serving appraisals. Such opportuni- 
ties are no greater when payment has 
been under protest to prevent the at- 
tachment of liens or seizure, than when 
payment has not been made, as in the 
Dixie Pine case. The problem of deter- 
mining whether the contest is a bona 
fide one is present in either situation, 
The criticism, we think, is really di- 
rected against the Dixie Pine line of de- 
cisions.” 


Tax v. business accounting 


The dissent strongly defends the 
soundness of the idea that the accrual 
may not survive payment and empha- 
sizes the technical point that Dixie Pine 
and other Supreme Court cases cited by 
the majority did not involve taxes that 
had been paid. The dissent sees grave 
administrative problems if the accrual 
concepts developed in financial account- 
ing are carried over to tax accounting. 

“Apparently accountants and at least 
same tax lawyers agree,” Judge Clark 
says in dissent, “that the Commissioner 
has not been appropriately hospitable 
to the precepts of accrual accounting 
and applaud tentative judicial steps 
toward accepting such precepts. . . . For 
my part I would not disagree and think 
that within limits the trend to follow 
accounting ideas is desirable as bring- 
ing tax and business practices mutually 
into line. But I do feel it must stop 
short of delivering control of the rey- 
enue to the accountants. For accounting 
is not an exact science; and corporate 
balance sheets must deal with many fluid 
items, representing of much 
factual information, but also a certain 
amount of prophecy, of hope, and of 
sheer argumentation. Because of this, 
because also the accountant does owe 
the duty of loyalty to his client, the re- 
sult will naturally reflect the needs and 
desires of the client more than the ap- 
propriate demands of the tax collector, 
who not only must collect all the rev- 
enue due, but must hold the balance 
fairly and without discrimination among 
And _ the holding, 
which goes beyond anything yet in 
the books, seems to me to exceed proper 
bounds in committing final adjudica- 
tion as to the revenue to corporate ac- 
countants. 


course 


taxpayers. present 
ce 
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“Consider the actual decision herein,” 
the dissent continues. “It is that deduc- 
tions for local tax liability are to be 
made, not when the liability is due and 
paid, but when some years later and 
after dispute the parties (not including 
the representative of the federal rev- 
enue) get together and adjust their dif- 
ference. The opinion suggests no limita- 
tion of time or otherwise on the opera- 
tion of the principle thus broadly an- 
nounced; and upon reflection I can see 
none of any actual operative effect. It 
would seem that a taxpayer, by asserting 
a dispute as to a liability for taxes paid, 
may postpone the use of such payment 
as an income tax deduction practically 
indefinitely until it finds it expedient 
to settle the dispute with or without 
receipt of a refund. I presume the dis- 
pute must be honestly asserted with per- 
haps some indicated possibility of suc- 
cess. But these are such minimal require- 
ments as to the large tax liabilities of 
great corporations as to be meaningless 
in practice. Obviously a local tax dis- 
pute can be prolonged for years; and 
extrinsic factors such as a corporate re- 
organization might prolong it yet fur- 
ther. Moreover, I do not see how the 
principle can be limited only to tax 
payments; it would seem applicable to 
other disputed payments generally. Thus 
ascertainment of the corporate income 
is substantially taken out of the hands 
of the revenue authorities; discrimina- 
tion between taxpayers is accomplished 


on the basis of the astuteness of the ac- 
countants employed; and the sound rule 
of annual federal tax accounting—per- 
haps the cornerstone of federal revenue 
collecting—is repudiated in a_ vitally 
important detail. . . .”” Judge Clark con- 
tinued. 


Fixed standard better 


“When the amount of claimed refund 
is thus made determinative for federal 
corporate tax purposes, an open invita- 
tion is extended to manipulation 
through self-serving appraisals. The date 
and amount of payment, however, ap- 
pear to me to represent a fixed and 
definite standard, which should be here 
adopted in preference to the amount 
which the corporation unilaterally de- 
termines to contest, or to an uncertain 
estimate or educated guess as to the 
amount of refund which may be secured 
at some unknown future date. . . . More- 
over, there is little reason why a tax- 
payer who has suffered an out-of-pocket 
expenditure in satisfaction of a tax as- 
sessment should be penalized by the 
denial of a merely because 
he embarks upon the uncertain and 
often unrewaiding course of contesting 


deduction 


assessment. . . . I 
think Judge Madden in the Chestnut 
Securities Co. case 


the amount of the 


. has stated the 
correct principle for decision here that 
‘Accrual, from the debtor’s standpoint 
[and the government's as well], precedes 


A 


payment, and does not survive it.” -* 


Payments by buyers on assumed mortgages 


can endanger installment status of sale 


bf: N LARGE PROPERTIES are sold, it is 
often vital that the sales qualify 
as installment sales under the Code. A 
recent revenue ruling, if applied liter- 
ally, would make the right of the seller 
to use the installment method depend 
on an act of the purchaser over which 
he has no control: payment by the 
buyer of some of the principal of a 
mortgage he assumed on the property. 
Consider this situation: 

S, a calendar-year taxpayer, constructs 
an apartment building in 1956 on which 
he places a mortgage of $100,000. He 
is personally liable on the mortgage 
note, which bears interest at 8% per 
year. In June 1960, when the balance 
of the mortgage is $80,000, he sells the 


by ROBERT D. MILLER 


property to P for $200,000. S’s adjusted 
basis at the time of the sale is $120,000. 
He receives $50,000 cash takes a 
purchase-money mortgage for $70,000, 
bearing 6% interest, payable in annual 
installments of $7,000 each. In Septem- 
ber, P, in order to lighten his interest 
charges, makes a lump-sum payment on 
the first mortgage of $50,000. 

Under a literal interpretation of new 
Revenue Ruling 60-52, S does not have 


and 


a sale that qualifies for installment re- 
porting. In addition to the $50,000 cash 
down payment, he must include the pay- 
ment of $50,000 made by S on the first 
mortgage in determining the payments 
Since the 
$100,000, 


received in the year of sale. 


“total payments received,” 


Accounting + 231 


exceed 30% of the selling price, $200,- 
000, he cannot use the provisions of 
Section 453 (b). 

Rev. Rul. 60-52 was issued in Febru- 
ary 1960. It deals with items that must 
be treated as payments received by the 
seller. 

The ruling holds that “in connection 
with the sale of real property, liabilities 
of the seller such as liens, accrued in- 
terest, and taxes, which are assumed and 
paid by the purchaser of the property 
in the taxable year of sale, should be 
included by the seller as part of the 
payments received in the year of sale 
for the purpose of determining whether 
the transaction was an installment sale 
subject to the provisions of Section 
453 (b) of the Code.” 

The term “lien” is used in the ruling 
without modification. If it 
intention of the 
the term in 


is the 
Commissioner to use 
its broadest sense, it is a 


any 


“right to resort to property in order to 
enforce a debt or duty” (Ancona v. 
Becker, 14 Pa. Co. 73, 77). Accordingly, 
it would include any existing mortgage 
on the property on which the seller was 
liable. If this is so, then the seller must 
determine have been 
made by the purchaser during the “tax- 
able year of sale” in order to qualify 


what payments 


the sale for installment treatment. 
This treatment would appear to be 
directly contrary to Regulations 1.453- 
4(c), which states “In the sale of mort- 
gaged property . . . for the purpose of 
determining the payments and the total 
contract price .the amount of such 
mortgage shall be included only to the 
extent that it 
property.” 


exceeds the basis of the 


Does the more recent revenue ruling 
indicate that the Commissioner intends 
to change the Regulations, or is the 


language used in the ruling poorly 
chosen? If the latter, it would seem that 
there should be immediate clarification 
from the IRS on this point. With the 
ruling as it now stands, it would appear 
wise to time transactions of this type 
as close as possible to the end of the 
seller’s taxable order to mini- 
mize the possibility of an act over which 


year in 





[Mr. Miller is a partner in the firm of 
Robert D. Miller & Company, Certified 
Public Accountants, of West Hartford, 
Connecticut. He is a member of the 
Federal the 
Connecticut Society of Certified Public 
Accountants and an Associate Editor of 
The Connecticut C.P.A.] 
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the seller has no control upsetting his 
tax planning. 

An example of the drastic conse- 
quences of a misstep in this area is 
found in the recent case of Joseph Horn- 
berger, Jr., et al. (TCM 1960-43), now 
on appeal to the Fifth Circuit. Here, a 


October 1960 


defective election of the installment 
method resulted in deficiencies of al- 
most $284,000 in a sale in which the 
taxpayers received only $7,500 down. 
Let us hope that clarification of the 
wording of Rev. Rul. 60-52 will be 
forthcoming in the immediate future. * 


Tax Section recommends relief for LIFO 


inventories involuntarily liquidated 


i be support for those (principally 
the CPAs) who have been urging 
legislation to provide tax relief for in- 
voluntarily liquidated Liro inventories 
now comes from the Tax Section of the 
American Bar Association. At its annual 
meeting in Washington last month it 
voted to recommend enactment of new 
legislation that would reinstate the in- 
voluntary liquidation provisions affect- 
ing Liro inventories and expand the 
provisions to cover natural disasters and 
strikes. 

The long steel strike in 1959 meant, 
as the newspapers then kept telling us, 
that steel users were fabricating all the 
Tax 


steel they had in inventory. men 


knew that any steel user on a LiIFo in- 
ventory was facing a heavy tax cost if 
that inventory remained low at the end 
of the tax accounting year and his cost 
of goods sold included old, low-cost, in- 
ventory. Cost of goods sold would be 
computed using what was almost every- 
where a low-cost old inventory (due to 
constant price inflation). During the 
war years this kind of inequity had been 
prevented by the involuntary liquida- 
tion rules then in force. They provided, 
that, if 


forced by war conditions to use up its 


in general, a company was 


Liro inventory (which it replaced as 
soon as it could), it might recompute the 
tax for the year of involuntary liquida- 
tion, using as the cost of goods sold the 
cost of the post-emergency replacements 
rather than the old low-cost inventory 
it had at the beginning of the liquida- 
tion. 

At the time of the steel strike there 
the 
need for legislation reinstating the in- 


was discussion among tax men of 
and 
expanding them to cover natural disas- 
ters and strikes. (See “Change of Year 
Might Solve Some Liro Steel Problems 
but Law is Needed,” by H. T. McAnly 
in these columns in December 1959, 11 
JTAX 370.) 

The Section of Taxation of the Amer- 


voluntary liquidation provisions 


ican Bar Association at its recent meet- 
ing in Washington approved a recom- 
mendation that such an amendment be 
made to the Code, and submitted the 
question to the House of Delegates urg- 
ing adoption as the recommendation of 
the entire Bar Association. 

The Committee on General Income 
Tax Problems in presenting its proposal 
to the Section of Taxation said that the 
basic purpose of the Liro inventory 
provisions of the Code are defeated by 
any involuntary liquidations. But at the 
present time no involuntary liquidation 
provisions are in force; the section now 
in the Code has no application to years 
ending after January 1, 1955. The com- 
mittee thinks that the provisions in- 
cluded in the 1939 Code (Section 22(d)) 
and the 1954 Code (Section 1321) should 
be re-enacted and expanded beyond the 
war-caused liquidations they covered. 
The purpose of Liro would be defeated 


in any case ‘where the taxpayer is pre- 
vented from replacing Liro inventory 
because of shortages of material which 
are beyond his control, e.g. resulting 
from fire, floods or other catastrophes, 
or from prolonged strikes. The 1959 
strike,” the Committee continued, ‘‘made 
this possibility an acute reality.” 

The purpose of Liro, the Committee 
said is “to permit taxpayers to avoid be- 
ing taxed on distorted paper profits re- 
sulting from year-to-year increases or de- 
creases in the market value of standard 
items of inventory. War conditions dur- 
ing World War II and later during the 
Korean conflict threatened to defeat this 
purpose by preventing taxpayers from 
replenishing inventory which they had 
sold during the taxable year. Thus their 
taxable income would be computed by 
deducting inventory costs—not at re- 
placement value—but at lower prices 
paid in earlier years, sometimes going 
back to before World War II. “It was 
to meet this difficulty that the involun- 
tary liquidation provisions were enacted 
and,” the Committee concludes, “it 
would be in accordance with this policy 
to eliminate the 1956 cutoff of Section 
1321 and to include liquidations due to 
the wider list of causes.” 

The proposal includes the safeguard 
that the depleted inventory must be re- 
placed within three years after the cause 
of the involuntary liquidation _ has 
ceased. % 


ABA Tax Section rejects most 


proposed depreciation changes 


| ae REACHING PROPOSALS for changes 
in depreciation for tax purposes were 
rejected by the Taxation Section of the 
American Bar Association at its annual 
meeting late last month in Washing- 
ton. Discussion of the proposals (re- 
ported in these columns last month (13 
JTAX 147) by the members of the Sec- 
tion indicated that, although a good 
many of these tax lawyers felt that cur- 
rent depreciation allowances were in- 
adequate because they matched old pre- 
inflation dollars of cost against current 
cheap dollars of income, there was also 
strong sentiment for the position that 
the ABA Tax Section should not make 
recommendations on economic policy. 
Some who urged tax lawyers to take a 
position felt, however, that the pro- 
posal was too narrow, in that deprecia- 
tion inequities are only one of the 


many inequities in taxation brought 
about by the long continued and sub- 
stantial price rise. Others were con- 
cerned over the possibility of windfall 
gains; these men objected in particular 
to the method of price-index deprecia- 
tion that would allow, in one year, ad- 
justment for all the inflation suffered 
since the purchase of the asset. 

The only depreciation proposal that 
was approved by the Section of Tax- 
ation was that dealing with a bracket- 
grouping system for determining useful 
life. By its action the Taxation Section 
recommends that the House of Dele- 
gates of the ABA formally urge Con- 
gress to amend the Code to require the 
Secretary of the Treasury to divide all 
property into not more than twenty 
classes and to assign a range or bracket 
of years of useful life to each class. The 
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taxpayer may then use any useful life 
within that range. This is similar to 
the system used in Canada. 

[he proposition that the law set a 
fixed maximum life for depreciable 
property (20 years for real property 
and 10 years for personal) was defeated. 
The proposal to remove the $10,000 
limit on the additional first-year depre- 
ciation was also defeated. Under the 
present law an additional 20% of cost 
may be taken as depreciation in the tax- 
able year of acquisition, but each tax- 
payer may claim this on only $10,000 of 
new assets per year, or on $20,000 when 
husband and wife file a joint return. 

Iwo closely related proposals were 
also defeated: that salvage and removal 
costs be ignored in computing deprecia- 
tion and that a gain on the sale of 





New method for taxing annuities con- 
stitutional. Section 72 of the 1954 Code 
provides that an annuitant’s gross in- 
shall the of the 
amounts received over the ratable por- 


come include €XCess 
tions of the cost of the annuity compu- 
ted with respect to the annuitant’s actu- 
irial life expectancy. Taxpayer, who re- 
ceived retirement allowances from the 
New York State Employees’ Retirement 
System, contended the Section was un- 
constitutional in that (1) the unrecov- 
ered cost was apportioned on the basis 
of his life expectancy as of the effective 
date of the new law rather than as of 
his retirement; (2) part of the retire- 
ment payments received in excess of his 
non-taxable ‘“inheri- 
received from deceased mem- 


cost represented 
tances” he 
bers of the group; (3) upon retirement 
he “exchanged” his 
right” 


“vested property 
to future salary for a new prop- 
erty right consisting of an obligation 
of the State of New York to pay him 
life, 
change” of “property rights” may not 
constitutionally be The 
finds no merit in any of taxpayer’s con- 


the annuity for and such “ex- 


taxed. court 
tentions and approves the Commission- 
er’s determination of the taxable por- 
tion of the retirement annuity. Harman, 
ICM 1960-159. 


Father held taxable for dividends on 
stock given to children after declaration 
date but before payment. Taxpayer held 
stock in a personal holding company. 
On April 17, 1953, the corporation de- 
clared a dividend that could be applied 


New accounting decisions th 


depreciable property be treated as ordi- 
nary income to the extent of previously 
allowed depreciation. 

The next session of Congress will un- 
doubtedly see much attention given to 
the depreciation problem; the results 
of the current Treasury survey on de- 
preciation policies and opinions will be 
available. Although the Tax Section of 
the ABA will present only the bracket 
proposal (if it is adopted by the House 
of Delegates) as representing the formal 
recommendation of the ABA, the with- 
drawal by the tax lawyers from the 
conflict may have little practical effect. 
The question is outside the main inter- 
ests of many lawyers — it is the ac- 
countants who most familiar with 
these problems and see the effect of cur- 
rent policy. wv 


are 


oe h 

against the personal holding company’s 
surtax liability and wipe out substan- 
tially all of an unpaid deficiency. The 
minutes of the director’s meeting speci- 
fied that the dividends would be paid 
on or about May 10, 1953. On May 9, 
1953, taxpayer gave gifts of the stock to 
each of his daughters. The corporation 
paid the dividend on May 10, 1953. The 
court holds taxpayer taxable for the 
amount of the dividend, citing Helver- 
ing v. Horst (311 U.S. 112), on the the- 
ory that the declaration of the dividend 
created a debtor-creditor relationship be- 
tween the corporation and the stock- 
holders and that taxpayer had a vested 
right in the dividend as of the date of 
declaration. The court distinguishes the 
situation where a dividend is declared 
but, before paid, there is an arm’s-length 
sale of the stock. Anton, 34 TC No. 86. 


Patent royalties earned after death of 
patent owner are income to recipient, 
not income in respect of a decedent. 
Decedent, the owner of a patent, en- 
tered into a non-exclusive license with a 
manufacturer, permitting the manufac- 
ture of the patented The 
holds that royalty payments 
made pursuant to the license after de- 
cedent’s death are taxable in two differ- 
ent ways. Payments attributable to arti- 
cles sold prior to decedent’s death are 
taxable as income in respect of a de- 


products. 
Service 


cedent, with the accompanying deduc- 
tion for estate taxes paid that were at- 
tributable to the inclusion of the in- 
come right in the gross estate of the 
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decedent. This treatment is accorded 
those payments because at decedent's 
death he had earned them. However, 
royalty payments attributable to sales 
made after decedent’s death are taxable 
to decedent’s estate or his heirs (who- 
ever receives them) and are not income 
in respect of a decedent because the 
decedent had no right to those payments 
at his death. If, instead of a mere royal- 
ty arrangement, there had been an ex- 
clusive grant of rights under the patent, 
which would have constituted a sale, de- 
cedent would have earned all such pay- 
ments at the date of his death, and they 
would all constitute income in respect 
of a decedent. Rev. Rul. 60-227. 


Property held to be decedent’s rather 
than partnership’s. Husband and wife 
owned and held record title to citrus 
fruit tenants in common. 
The fruit produced on such land was 
picked and sold by a partnership, of 
which the spouses were the sole mem- 
bers. Although the land was recorded 
on the partnership books as a partner- 


ranches as 


ship asset, the court finds that it was in 
fact owned by the individuals. Accord- 
ingly, the basis of decedent’s interest in 
the land became its value at the date 
of his death. Latimer, TCM 1960-151. 


in residence must be 
made within 18 months. Taxpayer sold 
her home for $325,000 and cut back her 
standard of living to a $280,000 house 
she had constructed for her. Although 


* Reinvestment 


she was living in the new house at the 
expiration of the 18-month period for 
reinvestment specified in Section 1034, 
she had incurred only $130,000 in con- 
struction costs by that date. The bal- 
ance of $150,000 was incurred during the 
following year. The court holds that the 
nonrecognition of gain is limited to 
reinvestment in a new 
the 18-month 
period. There is no authority for con- 
sidering costs arising after that date. 
Kern, DC Ore., 7/28/60. 


the amount of 


residence made within 


Regulated investment company may use 
net capital loss carryover in later tax- 
able years to reduce net capital gains. 
The Service rules that a regulated in- 
vestment company may use a net Capi- 
tal loss carryover in subsequent taxable 
years to reduce its net capital gains, 
even though the Code and Regulations 
do not explicitly permit this. The pro- 
visions of Section 1212 of the Code, re- 
lating to the net capital loss carryover, 
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state that the carryover is available to 
any taxpayer sustaining such a loss. The 
provisions of the Code and Regulations, 
although not explicit, appear to con- 
template the use of this carryover by 
regulated investment companies. Rev. 
Rul. 60-217. 


Loss on sale of assets not operating loss. 
(Old law) Taxpayer, a doctor, sold medi- 
cal equipment and supplies in 1953 at a 
loss. Following the weight of authority 
under the 1939 Code, the court holds 
that this did not result in a net operat- 
ing loss that could be carried over to 
1954 and 1955. [The 1954 Code specific- 
ally provides for such carryover.—Ed.] 
Dyer, DC Ky., 7/22/60. 


CAPITAL GAINS 


Assignment of income contract yields 
ordinary income. During the years 1935 
and 1936 taxpayer aided in negotiat- 
ing three contracts of sale in considera- 
tion for his receiving a commission based 
on royalties payable under the contracts. 
As a result of a controversy as to the 
proper accounting on the commissions, 
taxpayer in 1947 entered into a settle- 
ment agreement whereby he was to re- 
ceive $110,000, payable in monthly in- 
stallments over 11 In 1956 tax- 
payer assigned his right in the 1947 con- 
tract and reported the amount received 


years. 


as long-term capital gain. The Commis- 
sioner determined that this gain was 
ordinary income. The court agrees with 
the Commissioner, holding that the com- 
missions received would have been or- 
dinary that the 
the settlement 


income, amounts re- 


ceived under contract 
were also ordinary income, and that 
taxpayer cannot convert these amounts 
to capital gain by assigning his interest 
in the contract. Alexander, 34 TC No. 


78. 


Royalty payments in excess of valuation 
are ordinary income. In 1941 taxpayer 
sold stock of a corporation for cash and 
an overriding royalty interest in oil and 
gas properties owned by the corpora- 
tion. The royalty interests were valued 
for tax purposes at $1 million, and this 
amount was treated as proceeds from 
the sale of the stock. During the years 
1954 to 1956 taxpayer received royalty 
payments (evidently in excess of the $1 
million valuation) and treated the royal- 
ties as ordinary income subject to 27.5% 
depletion. Taxpayer now claimed that 
these payments should be treated as pay- 
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ments made for the stock and treated 
as long-term capital gain instead of 
ordinary income. The court holds the 
royalty payments are ordinary income, 
relying on Warren (171 F.Supp. 846), 
which holds that amounts received for 
overriding royalties after recoupment of 
the original valuation on the sale of 
stock are ordinary income. Alexander, 34 
TC No. 78. 


Inventor gets capital gain on transfer 
of patent rights to controlled corpora- 
tion. By means of a licensing agreement, 
taxpayer, an inventor, transferred in 
1949 all substantial rights to patent 
applications to a corporation in which 
he owned 75% of the stock. The court 
holds taxpayer’s substantial sharehold- 
ing interest in the transferee corpora- 
tion is not, standing alone, sufficient to 
negate the transfer of all substantial 
rights to the patents. Accordingly, he is 
entitled to treat the royalties therefrom 
as Capital gain. Hawthorne, TCM 1960- 
146. 


Profit was on sale of pipe, not installa- 
tion. Although the stated facts are 
sketchy, apparently taxpayer sold and 
installed pipe for a 40-mile pipeline to 
another utility. The jury had to deter- 
mine whether the profit was capital gain 
on the sale of the pipe or ordinary in- 
come on the installation and construc- 
tion of the pipe line. The jury found 
for the taxpayer that the installation 
was incidental to the sale; the gain was, 
therefore, capital. Mid South Gas Co., 
DC Ark., 5/26/60. 


Sale of real estate produces ordinary 
income even though sold from indi- 
vidual parcels. A licensed real estate 
broker advertised and sold lots 
from undivided parcels realized ordin- 
ary income on their sales. The fact that 
the properties were not subdivided, al- 
though relevant, is not of great sig- 


who 


nificance in proving an investment pur- 
pose when tax considerations were the 
sole motivation in not 
Dantagran, TCM 1960-144. 


subdividing. 


Sale of stock recognized as an arm’s- 
length transaction entitling sellers to 
capital gain. Taxpayers, two individuals, 
transferred all their patent rights to a 
controlled corporation, then sold the 
corporate stock to a church in con- 
sideration of a demand note of $128,- 
600 and $3 million payable in minimum 


4 


annual installments of 10% of all cor- 


porate sales. In December of that year 
the church liquidated the corporation 
and sold all its assets, including the ex- 
clusive use of the patent rights, to a 
second corporation. The purchasing 
corporation made annual payments of 
three notes to the church, two of which 
were endorsed by the church to the tax- 
payers in partial satisfaction of its obli- 
gation to them. The court holds tax- 
payers are entitled to treat the notes as 
proceeds from the sale of their stock, 
reportable as capital gain on the in- 
stallment basis, with $3,128,600, the 
price of sale to the church, as the total 
contract price. There was no reorganiza- 
tion, as the Commissioner contended. 
The taxpayers did not control the trans- 
feree, hence there was no continuity of 
interest. The assets transferred were 
fairly valued. Hawthorne, TCM 1960- 
146. 


Capital gain on sale of sand and gravel. 
Taxpayer entered into a contract for 
the removal of sand and gravel from a 
tract of land he owned. Payments were 
based on the cubic feet of sand and 
gravel removed. The court holds tax- 
payer is entitled to capital gain treat- 
ment on these payments. Young, DC 
Tex., 5/27/60. 


Capital expenditures determined. The 
court holds the following expenditures 
to be capital expenditures and not cur- 
rent (1) replacing the 
motor in taxpayer’s truck, (2) cost of 
purchasing spare motors for cranes in 
order to avoid tie-up of plant in case of 
breakdown, and (3) rewiring of taxpay- 
er’s electrical system in his plant inci- 
dent to a general rearrangement of ma- 
chinery. West Virginia Steel Corpora- 
tion, 34 TC No. 88. 


maintenance: 


Grant of exclusive right to exploit copy- 
right may be sale. The Service has 
equated the treatment for tax purposes 
of the grant of an exclusive right to 
exploit a copyright with the tax treat- 
ment given the assignment of a patent 
or the granting of an exclusive license 
to a patent (Section 1235). Now, when 
the owner of a copyright grants an ex- 
clusive right to another to exploit the 
copyright throughout the life of the 
copyright, the consideration he receives 
may be treated as the proceeds of a 
sale. This is true whether the considera- 
tion to be received by the copyright 
owner is measured by (1) a percentage of 
the receipts from the sale, performance, 
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or exhibition of the copyrighted work 
or (2) the number of copies sold, per- 
formances given, or exhibitions made of 
the copyrighted work. Rev. Rul. 60-226. 


Government award for use of business 
during war is ordinary income. Sums 
received by taxpayer from the U. S. as 
compensation for the temporary taking 
by the Government during World War 
II of a trucking business operated by 
it in partnership represents ordinary in- 
Gillette 
Motor Transport, Inc., was followed. 
Wallace, TCM 1960-148. 


come and not capital gain. 


Goodwill payments upon lease of going 
service station to be determined. Tax- 
payer-corporation had a number of re- 
tail gasoline stations and leased several 
of them at an agreed rental plus a fixed 
payment for goodwill, which was equal 
o the price the taxpayer had paid for 
the station’s goodwill. The Tax Court 
found that it is customary, in acquiring 
service stations, either by purchase or 
lease, to pay “goodwill money” and held 
the payments received by the corpora- 
tion were not advance rentals, as con- 
the but 
amounts actually realized from the sale 
of goodwill. This court, although having 
doubts as to whether goodwill can be 


tended by Commissioner, 


transferred in a leasing arrangement, 
feels that the Tax Court did not prop- 
erly consider this question. It therefore 
remands the case for further considera- 
Chatsworth CA-2, 
7/28/60. 


tion. Stations, Inc., 


Capital gain on sales of rental cars. 
Sales of used cars by a taxpayer in the 
car-rental business, after they had been 
neither 
occasional nor casual. In fact, the sales 
constituted a 


in use for about a year, were 


continuous 
source of income. From these findings 


steady and 
the Tax Court concluded the cars were 
held primarily (although not exclusive- 
ly) for sale to customers in the ordinary 
course of the This 


court reverses. The taxpayer’s business 


trade or business. 
was the rental of cars, not their sale. The 


tax benefits received by taxpayer's 
getting capital gain treatment on these 
sales are attributable to the Commis- 
sioner’s failure to require depreciation 
to salvage value in the one yeat used 
for the rental purposes, as approved by 
the Supreme Court in Hertz. [The Com- 
missioner attempted to correct this by 
a supplemental brief, but was too late. 


Ed.| Hillard, CA-5, 8/5/60. 


Rancher has ordinary income on im- 
proved subdivision. Taxpayer, who had 
begun to experience some financial 
difficulties in the operation of his ranch, 
decided: to liquidate by subdividing 56 
acres into building lots. The tract, which 
had a cost basis of $4,200, was sub- 
stantially improved with surfaced roads, 
power and water lines, wells, pumps, and 
storage tanks at a cost of $53,800. Dur- 
ing the years in issue, profits realized on 
the sales of lots and interest received 
on conditional sales contracts were the 
sole source of taxpayer’s income. This 
court affirms the decision of the Tax 
Court that taxpayer’s activities indicated 
that the lots were held by him primarily 
for sale to customers in the ordinary 
course of business. The substantial im- 
provements made to the lots prevented 
taxpayer from taking advantage of Sec- 
tion 1237. Gains on sales were therefore 
taxed as ordinary income. Kelley, CA-9, 
8/3/60. 


Broker’s wife has ordinary income on 
sale of lots. A real estate broker fre- 
quently purchased, but in his wife's 
name, lots adjacent to lots he as broker 
was trying to sell. To stimulate sales of 
the adjacent lots and to publicize his 
brokerage business, he placed advertis- 
ing signs on his wife’s lots. Upon a sale 
of some of the wife’s lots at substantial 
gains, he seeks capital gain treatment. 
The Tax Court decided the gains are 
ordinary income, and this court affirms. 
Whether he or his wife owned the lots 
in question, the number and frequency 
of the sales, the short holding periods, 
the dealer-selling techniques used by tax- 
payer, and the substantial gains realized 
indicate that the lots were held pri- 
marily for sale to customers. Sovereign, 
CA-7, 8/2/60. 


DEPRECIATION 


Jury finds the estimated useful life of a 
rock-crushing plant to be six years. 
Taxpayer contended that the useful life 
of a Rogers Monarch Rock-Crushing 
Plant used in its mining business was 
four years. The Government contended 
that the estitmated useful life of the 
rock-crushing plant was eight years. The 
judge instructed the jury that the term 
“estimated useful life” of a property 
means the length of time or number of 
years that the property will be bene- 
ficial to its owner in its business. Based 
upon the evidence and circumstances 
presented in this case, the jury finds the 
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estimated useful life of the machine pur- 
chased by the taxpayer in 1956 to be 
six years. Luttjohann, DC Kans., 6/30/ 
60. 


IRS maintains position on computation 
of amortizable bond premium. The 
Service announces that it will not fol- 
low the recent decisions in Parnell (272 
F.2d 943) and Reed (272 F.2d 943) con- 
cerning the computation of amortizable 
bond premiums. In those cases the Sixth 
Circuit held that the taxpayers could 
compute their deduction for amortiz- 
able bond premiums on the difference 
between the purchase price of the bonds 
and a special redemption price at which 
the bonds could be called on 30 days’ 
notice rather difference 
between the purchase price and the 
“general” redemption price. In those 
cases, the Service relied upon Rev. Rul. 
56-398, holding that the special redemp- 
tion price was dependent upon contin- 
gencies that prevented any advance de- 
termination of a call date at the special 
redemption price. Rev. Rul. 60-230. 


than on the 


Taxpayer can depreciate cost of paving 
city-owned road. Taxpayer owned a 
warehouse at the dead end 
street. The government, which 
probably owned the road, refused to 
pave the road leading to the warehouse; 
owners of property adjoining the road, 
including taxpayer, contributed to the 
paving of the road. In its return, tax- 
payer claimed a depreciation deduction 


end of a 
local 


based on a 20-year life for the improve- 
ment. Taxpayer contended in its peti- 
tion, however, that the expenditure was 
deductible as an ordinary necessary busi- 
ness expense, and, in the alternative, 
that depreciation should be allowed of 
a 15-year life. The court holds that the 
payment was a capital expenditure de- 
preciable over a 20-year period. The 
paving cost is a necessary and integral 
part of taxpayer’s business operation, 
even if, as the Commissioner contends, 
the fee to the road was owned by the 
municipality. D. Loveman and Son Ex- 
port Corp., 34 TC No. 80. 


Court finds reasonable salvage value 
for steamship. The taxpayer-corporation 
purchased in 1947 a steamship that had 
been built in 1919. In figuring its de- 
preciation on the vessel, taxpayer did 
not take into consideration the salvage 
that its 
upon the 
fact that the vessel was over 30 years old 


value. Taxpayer contended 


failure to do so was based 








236 ¢ The Journal of Taxation 

and that the possibility of its having any 
scrap value was contingent and unascer- 
tainable. Taxpayer also argued that, if 
the vessel had become disabled at sea, 
it would not have been worth the tow- 
ing charges to have it recovered. As a 
matter of fact, the vessel was sold 
1952 for $150,000. The Commissioner 
estimated the salvage value at $17,000. 
The taxpayer offered no evidence to 


in 


refute the reasonableness of this value. 
Thus, the court finds that under the evi- 
the $17,000 
figure and did not disturb the conclu- 
sion of the Commissioner. Gounares 
Bros. & Co., Inc., DC Ala., 7/29/60. 


dence was a_ reasonable 


No acceleration of depreciation rate 
despite increased use. The taxpayer- 
corporation purchased a steamship in 
1947 that originally had been built in 
1919. At the 
quired, the taxpayer estimated its use- 
ful life to be 10 years. Taxpayer claimed 


time the vessel was ac- 


depreciation on that basis for the years 


1947 through 1950. In 1951, the de- 
preciation was accelerated to 20% per 
annum. This acceleration was based 


upon the continuous operation of the 
vessel during the Korean conflict—the 
taxpayer claiming that the excessive and 
continuous use of the vessel was instru- 
mental in its decision to accelerate the 
depreciation rate. No evidence was in- 
troduced at trial, than 
continuous the to 
Stantiate the taxpayer’s claim. Under 


the other the 


use of vessel, sub- 
these circumstances, this court holds that 
the taxpayer is not entitled to accelerate 
the depreciation on the vessel for tax 
Co., Inc., 


purposes. Gounares Bros. & 


DC Ala., 7/29/60. 


Allocation of cost between land and 
building determined. Taxpayer paid 
$648,000 for an office building, of which 
it allocated $350,000 to the building and 
the rest to land for the purpose of com- 
puting depreciation. The Commissioner 
determined that only $147,000 should 
be allocated to the building. After hear- 
ing evidence of reproduction cost, ap- 
praisals, etc., the jury upheld taxpayer’s 
allocation. Westory Corp., DC D. C., 
6/29/60. 


ACCOUNTING METHODS 


Many requests to change accounting 
period delayed because necessary in- 
formation is not furnished. The Service 
has indicated that action on many ap- 
plications for permission to change ac- 
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counting periods is being delayed be- 
cause the information requested on those 
forms is not being furnished. To obtain 
prompt action on such requests, tax- 
payers should furnish all the requested 
information. TIR 234. 


Each payment received on a discounted 
real estate contract represents a return 
of capital and discount income. 
taxpayers, who kept their accounting 
records on the cash receipts 
and disbursements method, received pay- 
ments on real estate contracts or trust 
deeds owned by them. All the contracts 
or trust deeds had been purchased at a 
discount. The taxpayers contended that 
the payments received on each contract, 
less interest, constituted a return of capi- 
tal until taxpayers had recovered their 
cost in the contract and that, until re- 
covery, no part of any contract payment 
was discount income taxable as ordinary 
income. This court says that it is uni- 
versally recognized that interest is earned 
and becomes taxable income as paid 
from period to period, regardless of 
whether principal be repaid. According 
to this court, there is no logical basis or 
legal authority justifying a different 
treatment for discount income. Thus, it 
holds that the Commissioner’s method 
in applying each payment proportion- 
ately to interest, return of capital, and 
discount income was correct. Phillips, 
DC Wash., 6/20/60. 


‘The 


books and 


Cost of sales out of bulk purchase de- 
termined by gross profit ratio. Taxpayer, 
a partnership, made a bulk purchase of 
about 1,500 war-surplus parts for $300,- 
000. Taxpayer did not allocate the cost 
of the bulk lot by items and did not 
maintain In its first 
taxable periods, taxpayer made sales of 
$363,000 and $92,000 respectively. For 
its first taxable period, taxpayer com- 
puted its cost of goods sold at about 
66% of sales. In the second period, 
taxpayer claimed cost of goods sold of 
$11,000, representing only certain re- 
working costs. The Commissioner com- 
puted the cost of goods sold to be about 
30% of sales, thereby increasing tax- 
payer’s gross profit for the two periods 
by $184,000. The Tax Court found that 
taxpayer had grossly distorted its in- 
come and upheld the Commissioner. 
The Tax Court pointed out that the 
Commissioner’s position was not arbi- 
trary, since he accepted taxpayer’s 
method but merely changed the per- 
centage so that taxpayer’s income would 


inventories. two 











be clearly stated. This court reverses, 
The Commissioner’s method is errone. 
ous because it assumes no change in 
the value of the merchandise in the two 
years. That it, if the value had gone up, 
cost would be a smaller percentage of 
the later sales. The case is remanded to 
the Tax Court for this determination, 
Seigle, CA-4, 7/8/60. 


No deduction for contested liabilities, 
Reversing the Tax Court, this court 
denies deduction of interest on tax de- 
ficiencies determined by a court pro- 
ceeding where the taxpayer had not de- 
cided by the end of the taxable year 
whether to appeal. Similarly, wage in- 
creases determined by arbitration in 
1947 and 1949 were not accruable as de- 
ductible expenses in 1946 and 1948, this 
court holds, because in the latter years 
the employer contested his liability for 
the payments. One dissenter would allow 
the accruals because they could be made 
with reasonable accuracy by the year- 
end. Fifth Avenue Coach Lines, Inc., 
CA-2, 7/29/60. 


*“Market” in lower -of-cost-or-market 
means replacement cost to individual 
taxpayer and not unavailable market 
price. Taxpayer was engaged in the 
business of buying and selling steel. Dur- 
ing the years 1951 through 1953 tax- 
payer was forced to purchase steel from 
premium mills at prices in excess of the 
prices charged by its normal suppliers 
since they would not sell steel to it. In 
valuing its inventory, taxpayer tradi- 
tionally used lower of cost or market 
and, during the years in question, valued 
its inventories at market, using the prices 
quoted by the non-premium mills. These 
prices were below its cost for the steel 
and the prices charged by the premium 
mills. Some of the steel that it purchased 
as first quality steel had defects and 
was Classified by taxpayer as second qual- 
ity and scrap steel. Taxpayer valued the 
second quality steel at a price some- 
where between the market value for 
scrap and the non-premium mill price. 
The value placed on the scrap steel was 
far below the amount that taxpayer ul- 
timately realized upon its sale. Tax- 
payer had consistently charged the cost 
of acquiring the steel (freight-in) as a 
current expense and treated that cost 
during the years in question as current 
expense. The court holds that (1) as 
to the first quality steel, the term “mar- 
ket” in the phrase ““‘lower of cost or 
market” means the market in which tax- 
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payer actually bought, the replacement 
cost of the inventory items to taxpayer 
itself and not the general prices pre- 
vailing, since taxpayer could not pur- 
chase steel at these general prices; (2) 
as to second quality and scrap steel, tax- 
payer must use the selling price less 
direct cost of disposition, and the value 
which taxpayer placed on such inven- 
tory was far below the selling price less 
the cost of disposition; and (3) taxpayer 
must treat freight-in as an inventory cost 
and cannot deduct it as a current ex- 
pense, notwithstanding that it had done 
$0 previously. D. Loveman and Son Ex- 
port Corp., 34 TC No. 80. 


{ccrual-basis taxpayer may not deduct 
contested liability. Taxpayer-corporation 
leased railroad cars at a stated daily 
rate. When the lessor increased the rate, 
taxpayer, an accrual-basis taxpayer, 
contested the increase but attempted to 
rate. The 


Service holds that the general rule ap- 


deduct the new, increased 
plicable in this situation is that no ac- 
crual may be made until all events have 
occurred that fix the liability and the 
amount of the liability can be deter- 
mined with reasonable accuracy. There- 
fore, where taxpayer contests the lia- 
bility for the increased rate, it is not 
permitted to deduct that increase until 


the constroversy has been settled. Sim- 


ilarly, the lessor, which is also on an 
accrual basis, need not report the 
ymounts attributable to the increased 


rate until the controversy is settled. Rev. 


Rul. 60-237. 


Nonbusiness income may be reported 
on basis different from that of business 
income. Even though taxpayer main- 
tained books and records and reported 


his business income on the accrual 
basis, he is permitted to report his 
nonbusiness transactions on the cash 


isis. Hoffman, TCM 1960-160. 


DEDUCTIBILITY 


Royalty prepayments not deferrable in- 
come despite repayment possibility. [Ac- 
juiescence| Taxpayer sold its business, 
the price being a percentage of the 
buyer’s sales thereafter. The buyer paid 
$52,000 down and agreed to assume the 
credits due 
taxpayer’s customers. Both the $52,000 
and the credit liabilities were to reduce 
the royalty payments. Taxpayer and the 
Commissioner agreed that the $52,000 
advance was income in the year of re- 


liability for merchandise 


ceipt. Taxpayer treated the payment of 
the liabilities by the buyer as income to 
it in the year of that payment (all were 
loss years). The Commissioner seized 
upon the fact that taxpayer was obliga- 
ted to reimburse the buyer for these 
liability payments should they exceed 
earned royalties. Because of the contin- 
gent obligation to repay, the Commis- 
sioner deferred the later 
(here at issue) when covering 
royalties were earned. The Tax Court 
held that the possibility of repayment 
did of the 
Consequently, the Commissioner erred 


income to 
years 


not defer accrual income. 
in including payments made in former 
years in income in the year covered by 
earnings. Perfumers Manufacturing 
Corp., 33 TC 532, acq., IRB 1960-29. 


Lease rentals that were to apply against 
purchase price deductible. 
entered into an agreement whereby he 


Taxpayer 


secured a lease on certain real prop- 
erty for a term of two years with an 
option to purchase the property for a 
total price of $115,000. The contract 
provided for annual payments denom- 
inated as “rent” of $25,000 a year or 
one-fourth of the crops produced during 
each of the lease years, whichever was 
the greater. The agreement provided 
that in the event of the exercise of the 
option, the annual payments made by 
the the 
purchase price of the property. The 


lessee should be credited on 
jury finds that the annual rentals were, 
in fact, rent for the use of the property 
in which the taxpayer had no equity 
or title. Thus, the rentals were deduct- 
ible as ordinary and necessary business 
expenses. Tomlinson, DC Ark., 6/7/60. 


Sales 


must be capitalized. Taxpayer was en- 


taxes on construction materials 
gaged in the construction business. Ma- 
sub- 
jected to state sales taxes. The court 
holds these taxes cannot be deducted. 


terials used in construction were 


Sales taxes paid on materials incorpo- 
rated in the building were imposed on 
the seller; taxpayer was a buyer, and 
the tax is merely an additional cost 
that must be capitalized. Rogers, Bryan, 
CA-4, 7/13/60. 


Retroactive interest charge not deduc- 
tible. Taxpayer purchased goods on an 
open account; no interest was normally 
charged. The seller retroactively charged 
interest on the open account. The court 
holds that taxpayer cannot deduct in- 
terest for the retroactive interest charges, 


237 
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since there was no obligation to pay 
for the period in which taxpayer claimed 
the interest deduction. D. Loveman and 
Son Export Corp., 34 TC No. 80. 

Expenditures to assist customer to 
acquire stock of another company not 
deductible. The taxpayer was engaged 
in the business of providing sales and 
management services to paper manufac- 
turing corporations. The taxpayer ex- 
pended large and non-recurring sums 
for financial, legal, accounting, travel- 
ing, and other charges in order to assist 
two of its customers to acquire the stock 
of another company. This court holds 
that the expenditures are not deductible 
as ordinary and necessary business ex- 
penses in the year of payment and 
should be capitalized. It reasons that the 
expenditures by the taxpayer will re- 
turn substantially 
beyond the fiscal year in which they were 


economic benefits 
incurred and that expenditures incurred 
for the purpose of acquiring new cus- 
tomers and thereby increasing future 
business are capital expenditures. Moun- 
tain Paper Products Corp., DC Vt., 7/ 
18/60. 


State income tax on corporation’s ex- 
empt income not deductible. A corpora- 
tion sold all its property and distributed 
the sales proceeds to its stockholders in 
337 
however, the sale of assets was subjected 


a Section complete liquidation; 
to a state income tax, which was paid 
by the corporation. The Service holds 
that there are two types of income—tax- 
able and exempt—and that the sale of 
assets pursuant to a Section 337 liquida- 
tion is exempt income. Therefore, the 
provisions of Section 265 of the Code 
apply to the state income taxes paid. 
Since those taxes were expenses allo- 
cable to exempt income, they are not 
deductible for Federal income tax pur- 
poses. Rev. Rul. 60-236. 


WHEN IS IT INCOME 


Cemetery can’t exclude payments to de- 
velopment funds. Taxpayer, a cemetery 
corporation, purchased a tract of land 
to be used as a cemetery. Taxpayer 
agreed to pay the vendor a percentage 
of the sales and to pay 15% of all sales 
into a trust fund to be used for devel- 
opment and improvement of the ceme- 
tery tract. The Tax Court rules that 
taxpayer may not exclude the payments 
to the trust fund from its income, since 
taxpayer’s cemetery business was the 
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primary beneficiary of the fund. Tax- 
payer’s legal obligation to make the pay- 
ments is immaterial. Nor may taxpayer 
deduct the payments as cost of sales un- 
til the payments are actually used for 
development purposes. Mt. Vernon Gar- 
dens, Inc., 34 TC No. 61. 


Commissions taxable in the year ac- 
crued. Because taxpayer had not shown 
that he was not on an accrual 
income 


basis, 


commission is held taxable to 
him in the year it accrued. This court 


affirms. Bryan, CA-4, 7/13/60. 


*TV dealer cannot defer advance pay- 
ments for service. Accrual-basis taxpayer 
was engaged in the business of selling 
television sets and of servicing the sets 
It did 
sold by other concerns. Most of the sets 


sold. not service television sets 
sold by it were designed by their manu- 
facturers so that every two to six months 
the chassis would have to be removed 
and the tuners, glass, and picture tubes 
cleaned. Taxpayer rendered this service 
upon call by its customers. It added the 
charge for the service contract to the list 
price to arrive at a single total sales 
price for the set. The Tax Court held 
the 
payer for service contracts could not be 


that the amounts charged by tax- 
deferred over the life of the contracts 
based on the proportion of the number 
of months within the taxable year in re- 
lation to the life of the contract. This 
court affirms on the basis that Automo- 
bile Club (353 U.S. 180) is controlling. 
The taxpayer received the money under 
a claim of right, without restriction as 
to its disposition, and therefore, the 
entire amount received in each year 
should be reported as income. Streight 
Radio & Television, Inc., CA-7, 7/28/60. 
Bad debt reserve no longer needed, 
must be included in income of S&L 
Association. In 1953, taxpayer, a savings 
and loan association, sold its entire 
business, 
In 1952, 
$260,000 as an addition to its reserve for 
bad debts. The Tax Court, citing West 
Seattle National Bank of Seattle (33 TC 
341, 343), 
be included 


including its loans receivable. 


taxpayer had deducted about 


rules that this amount must 
in taxpayer’s income in 
1953 since the reserve was no longer 
necessary. The court rejects taxpayer's 
argument that Congress intended spe- 
cial treatment of bad debt reserves of 
savings and loan associations. Arcadia 
Savings and Loan Association, 34 TC 


No. 71. 
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Commissioner erroneously included a 
prorated contract payment in 1951 in- 
come, when contract was actually com- 
pleted in 1950. The United States 
brought suit to foreclose liens againsts 
taxpayer. The Commissioner had deter- 
mined the taxable income from a cer- 
tain contract under a formula conceded 
to be correct. The contract ran for a 
period of 21 months and extended 
through eight months of the year 1951. 
The Commissioner taxed 8/21 of the 
proceeds for the year 1951. The tax- 
payer had no regular accounting 
method, and the Commissioner treated 
all the contracts on the same basis, pro- 
rating payments made under them over 
their life without regard to the dates 
payments were actually made. The evi- 
dence showed that the contract was fully 
completed prior to December 1950 and 
all cost and expenses of performance in- 
curred prior to December 31, 1950. 
Thus, this court says that, although the 
Commissioner’s determination in 
where the taxpayer does not keep proper 
books will not be disturbed unless the 
determination is clearly erroneous, the 
court will not overlook the fact that the 
Commissioner, in making his jeopardy 


cases 


assessment, made an erroneous assump- 
tion that the performance of this con- 
tract went on over a period of 21 
months, which included the first eight 
months of the year 1951. Rexach, DC 
Puerto Rico, 7/5/60. 


Financing fee is not income to lender, 
was indemnity for possible losses. [Ac- 
quiescence| Taxpayer was organized to 
finance crop operations of fruit growers. 
In addition to paying taxpayer 6% in- 
terest on funds borrowed, the growers 
paid taxpayer 5 cents per box of fruit 
sold, as a reserve against future losses. 
The Tax Court ruled that the reserve 
payments are not taxable in the year 
received. The court was influenced by 
the facts that the payments were intend- 
ed as indemnity for taxpayer rather 
than as compensation for services or 
use of capital, the funds belonged to 
the depositors until used by taxpayer, 
separate accounts were maintained by 
taxpayer for each grower’s deposit, and 
taxpayer refunded deposits when they 
exceeded its needs. The facts that tax- 
payer could use this fund for general 
received .aterest 
from the investment of the fund, and 
was not obligated to refund the reserve 
until all losses chargeable to the fund 
were paid did not render the fund tax- 


corporate purposes, 


able. Growers Credit Corp., 33 TC No. 
110, acq., IRB 1960-29. 


Taxation of Commodity Credit Corpora. 
tion certificates of interest. The Service 
states its position as to the taxable year 
of inclusion in gross income of Commod- 
ity Credit Corporation price support 
loans where the taxpayer receives certi- 
ficates of interest from the Corporation. 
Certificates of interest are delivered to 
producers by the C.C.C. and authorize 
participating financial institutions to 
make a loan to the producer in the 
amount of the certificate. Because the 
certificate is not a loan and does not 
become a loan until the financial insti- 
tution advances the money to the pro- 
ducer, the producer need not report the 
amount shown on the certificate as in- 
come until the loan is made. Then the 
producer must report the loan proceeds 
as income if he has previously filed an 
election to do so under Section 77 of 
the Code. If no such election has been 
made, the producer need not report in- 
come because of this transaction until 
he sells the commodity for which the 
loan was made. Rev. Rul. 60-211. 


WHEN IS IT DEDUCTIBLE 


Retailers’ excise tax on installment pur- 
chases not deductible in year of sale by 
accrual-basis taxpayers. When a taxpayer 
makes a sale at retail of jewelry, furs, 
toilet preparations, luggage, handbags, 
etc., which is subject to the retailer's 
excise tax, the retailer is subject to the 
tax, rather than the purchaser; this is 
if there sale on credit 
with no part of the sales price being 
collected. 


true even is a 


However, when there is an 
installment sale or a conditional sale or 
a sale subject to a chattel mortgage, the 
retailer's excise tax must be paid on 
each payment by the buyer, in a pro- 
portional amount to the total tax due 
(Section 4053(a)). In 
installment sale by an accrual-basis re- 
tailer, the retailer may not deduct the 


full amount of the excise tax due, since 


the case of an 


there is no liability for the tax on un- 
collectible The retailer's 
liability is, therefore, not fixed at the 
time of the sale. Rev. Rul. 60-229. 


installments. 


Voluntary fee to parent corporation not 
an ordinary and necessary business ex- 
pense. When the Nazis occupied Holland 
in 1940, taxpayer’s Dutch parent corpo- 
ration was unable to function. The prin- 
cipal stockholder of the parent made 
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the consumer list, formulas, and manu- 


facturing processes available to taxpayer. 
In 1944, facing a large excess profits tax 
liability, taxpayer set up an accrual of 
10% of sales as compensation to the 
Dutch parent company for use of the 
} customer list, formulas, and manufactur- 
ing processes. Although taxpayer was on 
an accrual basis, the district court dis- 
illowed the deduction. This court affirms 
on the basis of the district court’s find- 
ing that the alleged expense was most 
extraordinary and unnecessary. It was a 
voluntary and wholly unsolicited liabil- 
ity that never demanded or in- 
curred. Thus, the taxpayer failed to dis- 
charge his burden of establishing that 
the payments were both ordinary and 
Polak’s Frutal Works, Inc., 
}CA-2, 7/21/60. 


was 


necessary. 


| *No deduction for interest on loan from 
insurance company to prepay premiums. 
lfaxpayer borrowed funds from a bank 
to prepay all of the premiums on an 
}annuity contract 40 years in advance. 
| When the policies were issued the next 
day, taxpayer borrowed on the policies 
to pay off the bank loan. Taxpayer then 
) proceeded each year to prepay interest 
m the annuity loans by borrowing the 
the The Tax 
disallowed for the 
This court 
afirms, with one dissent. The primary 


increase in loan value. 


Court deductions 
prepayments of interest. 
purpose of the transactions was to re- 
luce the taxpayer’s Federal income tax. 
} This court aligns itself with similar de- 
| cisions by the Third (Weller) and Ninth 
Circuit (Knetsch), rejecting the majority 
jreasoning in an earlier decision by the 
Fifth Circuit (Earnes). Diggs, CA-2, 7 
60 


Interest deduction of accrual-basis tax- 
payer disallowed in year of payment. 


[he taxpayer-corporation purchased a 


steamship from its president in 1947. In 
948, the board of directors authorized 


xpayer to execute a promissory note, 


iyable one year from the date thereof, 
vith the 4%, 
nnum toward the purchase price. The 


interest at rate of per 
te was never executed. No interest ex- 
ense was accrued on the taxpayer's 
0oks the 
951, when the taxpayer accrued interest 
r 1948, 1949, 1950, 1951. The 
ccrued interest was paid to the presi- 


for any year until close of 


and 


lent within two-and-one-half months 
fter the close of the taxable year 1951. 
[he Commissioner allowed only the 


mount accruing as interest expense in 





1951 and disallowed the portion of the 
interest expense that should have been 
accrued in 1948, 1949, and 1950. The 
taxpayer argued that, inasmuch as the 
president consented to the inclusion of 
the interest in his 1952 income tax re- 
turn, the deduction should have been 
allowed under the provisions of Section 
202 of the Technical Changes Act of 
1953, effective as to taxable years be- 
ginning after December 31, 1950, relat- 
ing to the disallowance of deductions for 
interest with respect to transactions be- 
tween related taxpayers. The president, 
who owned more than 50% of the stock, 
was a cash-basis taxpayer. This court 
holds that there was no factual or con- 
structive receipt and that taxpayer failed 
to bring itself within the purview of 
Section 202 of the Technical Changes 
Act of 1953. There was no actual or con- 
structive receipt because no interest obli- 
gation was accrued on the taxpayer's 
books for the years in question and 
there were no funds set aside or ear- 
marked for the obligation due the presi- 
dent. The interest allegedly accrued in 
previous years existed only through a 
mutual agreement of the shareholders. 
24(c) of 1939 Code, as 
amended by Section 202 of the Techni- 
cal Changes Act of 1953 (now Section 
267 of the 1954 Code) required that the 
payment be received by the related party 
within 


Section the 


two-and-a-half months after the 
close of the taxpayer's taxable year if 
the deduction is to be allowed. In 1948, 
1949, and 1950, the interest was not re- 
ceived, either actually or constructively, 
and therefore, Section 24(c) specifically 
prohibited the deduction. 
Bros. & Co., Inc., DC Ala., 7 


Gounares 
29 /60. 


*Quarrel between stockholders; deduc- 
tion disallowed for accrued salary of 
stockholder not paid within two and one- 
half months after close of the taxable 
year. The taxpayer owned 50% of the 
outstanding stock of the corporation. A 
controversy arose between the taxpayer 
and the owner of the other 50% of the 
outstanding stock. The countersignature 
of the other 50% stockholder 
cessary in order to get checks cashed at 
the bank. The other stockholder refused 
to sign taxpayer’s check for his annual 
compensation, and his accrued salary 
was not paid within two and one-half 
months after the of the 
year. The court recognized that primary 


was ne- 


close taxable 
motivation of Congress in drafting Sec- 
tion 24(c) of the 1939 Code (Section 267 
of the 1954 Code) was to prevent tax 
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avoidance. However, the instant situa- 
tion was within the statutory language, 
and the court felt compelled to apply 
the “plain and unambiguous wording 
of the statute.”” Radom & Neidorff, Inc.. 
Ct. Cls., 7/15/60. 


BAD DEBTS 


Business bad debt determined. Tax- 
payers were in the business of organ- 
izing, financing, and operating corpo- 
rations and business ventures. Taxpay- 
ers’ loan to a corporation became worth- 
less. The Commissioner disallowed the 
business bad debt deduction claimed by 
taxpayers and allowed only a nonbusi- 
ness bad debt deduction treated as a 
short-term capital loss, The Court holds 
that the question is one of fact and 
that, since taxpayers were in the busi- 
ness of organizing, financing, and oper- 
ating corporations, the bad debts are 
business bad debts. Alexander, 34 TC 
No. 78. 


Debt not proved worthless. A debt in 
the $16,000 taxpayers 
from an individual in the beer distribut- 


amount of due 


ing business was the Tax 


Court, 


found by 


which is here affirmed, not to 
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worthless in the taxable 
the debtor was not called as a 
witness, and there was no detailed show- 
ing as to his financial condition. Bryan, 
CA, 7/13/60. 


have become 
year; 


Payment of corporate debt by active 
manager who is guarantor of debt held 
business bad debt. An insurance com- 
pany granted to a partnership a con- 
tract to act as underwriting manager. 
Taxpayer, a minority shareholder of the 
insurance company, acquired an inter- 
est in this contract from the partnership 
in consideration of his guaranteeing 
the 
company. Taxpayer actively engaged in 


certain loans made to insurance 
managing the operations of the insur- 
ance company under the contract. The 
insurance company became _ insolvent 
and taxpayer made payments under his 
guarantee and claimed a business bad 
debt deduction. The Commissioner con- 
tended that the deduction is a nonbusi- 
ness bad debt (short-term capital loss). 
The court finds that taxpayer was in a 
the 
ment contract, that his guarantee was in 
furtherance of that, 


therefore, taxpayer is entitled to a busi- 


separate business under manage- 


that business, and 


ness bad debt deduction. The fact that 
taxpayer was a minority stockholder of 
the insurance 
vent the business bad debt 
Cowden, 34 TC No. 82. 


company does not pre- 


deduction. 


Advances for brother not deductible as 
business bad debt. Taxpayer advanced 
for his brother a capital investment in 
a partnership. When the investment be- 
came worthless, taxpayer claimed a busi- 
debt. The the 
deduction on the grounds that there 


ness bad court denies 
was no unconditional obligation on the 
debtor to repay and there was a lack of 
any note or tangible evidence of any 
loan. Hauser, TCM 1960-162. 


EPT 


CABPNI not available to taxpayer who 
cannot prove an advantage of such com- 
putation. Prior to 1937, taxpayer was 
engaged in the business of rebuilding 
internal combustion engines. In 1937 
taxpayer contracted to manufacture gar- 
den tractors exclusively for a particular 
retailer. In 1939 or 1940, pursuant to 
a provision of the contract in which tax- 
payer agreed to attempt to make im- 
provements with respect to its garden 
tractors, taxpayer produced certain im- 
provements. In addition, in 1940 it com- 
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menced production of fence controllers. 
In 1939 the restriction on its sales agree- 
ment was lifted and thereafter taxpayer 
sold to other retailers. It was conceded 
that taxpayer changed the character of 
its business within the meaning of 
Section 722(b)(4) of the 1939 Code. The 
Tax Court holds against taxpayer, find- 
ing that (1) taxpayer is entitled to use 
the push-back rule under 744(b)(4) as to 
the manufacture of the tractor and the 
improvements for the purpose of com- 
puting a constructive average base 
period net income, but is not entitled to 
use this rule for the fence controller, 
since there was no commitment by a 
retailer to buy the item prior to January 
1, 1940; and (2) the court is unable to 
arrive at any constructive average base 
period net income which would produce 
excess profits credits larger than are 
available to taxpayer without the bene- 
fit of Section 722 of the 1939 Code, 
which finding is necessary in order to 
grant relief under Section 722. Sim- 
plicity Mfg. Co., 34 TC No. 22. 


Settlement of claim is income on re- 
ceipt; constitutes “abnormal income” 
for excess profits tax. [Acquiescence] An 
accrual-basis taxpayer operating a subur- 
ban bus line had been receiving a 14- 
cent service fee from the City of New 
York to meet the cost of accounting for 
combination subway-bus riders. In 1948 
it sought an increase in the allowance, 
but did not settle with the City until 
1952, when it agreed to a one-cent serv- 
ice fee retroactive to 1949 and 1950. 
Since taxpayer had no legal right to 
the increased service charge prior to 
1952, the court holds the settlement was 
accruable only in 1952. However, as the 
allowance of the additional 14-cent was 
intended to compensate for services per- 
1949 and in 1950, it consti- 
tuted “abnormal income” to taxpayer in 
1952 within the meaning of 1939 Code 
Section 456, and as such was exempt 
from excess profits tax that year. Tri- 
boro Coach Corp., 29 TC 1274; acq., 
IRB 1960-16. 


formed in 


IRS won’t follow Riegel Textile Corp. 
The Service does not agree with the de- 
cision of the Court of Claims in Riegel 
Textile Corporation as Successor to 
Ware Shoals Manufacturing Co. and will 
not follow it because it is inconsistent 
with other decisions favoring the Ser- 
vice. The case holds, in part, that a 
credit of income and excess profits taxes 
against excessive profits on Government 


contracts subject to renegotiation does 
not constitute a rebate. TIR 229. 


Receivables from related companies not 
includible in total assets for EPT credit, 
Taxpayer sought to reduce its Korean 
War EPT by using a constructive aver. 
age base period net income computed 
as a percentage of return on its total 
assets. It included in total assets certain 
accounts receivable from corporations 
controlled by taxpayer’s stockholders, 
although taxpayer owed these corpora- 
tions considerable amounts of money. 
The Tax Court rules that these receiy- 
ables may not be included in total as 
sets. They did not qualify under the 
1939 Code as assets held in good faith 
for purposes of the business. Asheville 
Mica Co., 34 TC No. 69. 


EPT relief denied. Taxpayer, engaged 
in development and selling of dental im- 
pression materials, sought EPT relief 
on the ground that its income during 
EPT years resulted from research and 
development that was attributable to 
prior years. The Tax Court denies the 
rclief; research accounted for only a 
negligible portion of taxpayer’s income 
during EPT years. Nor was there a 
change in the character of taxpayer's 
business during the years in question 
that would warrant relief. Coe Labora- 
tories, Inc., 34 TC No. 57. 


Commissioner could not reduce EPT 
refunds by income tax deficiency. [Ac- 
quiescence] Although taxpayer’s claim 
for 1942 EPT relief was for $64,000, only 
$17,000 was refundable, the balance hav- 
ing been barred by the statute of limita- 
tions. Because of the $64,000 claim, tax- 
payer’s 1942 excess profit net income 
credit was reduced, resulting in an in- 
come tax deficiency of $32,000. Assess- 
ment of this amount was also barred by 
the statute of limitations. The Commis 
sioner invoked 1939 Code Section 3807, 
which extends the statute of limitations 
in cases of related and excess 
profit taxes. Relying on this section, the 
Commissioner devised a formula where- 
in taxpayer’s refund would be reduced 
by $8,500 of the deficiency. The Tax 
Court found that this result was not in- 
tended by the Code. It ruled that the 
refund may not be reduced by any 
part of the deficiency because the total 
EPT relief ($64,000) exceeds the total 
related deficiency ($32,000). Merrimac 
Hat Corp., 32 TC 1082, acq. in result 
only, IRB 1960-25. 


income 
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Independent conferee may 
make appeal worthwhile 
PRACTITIONERS HAVE LONG FELT that ask- 
ing for an informal conference with the 
supervisor items which 
they differed with the examining agent 


group on on 


was a waste of time; the group super- 
visor’s normal tendency was to back up 
his man. The IRS’ new procedure, an- 
IR-341, giving the practi- 
tioner the right to request that the in- 
formal conference be held with an inde- 
pendent conferee, 


nounced in 


may revive the con- 


ference step. These conferences were 
intended to provide a quick way of set- 
tling disagreements with examining 
agents, particularly on fairly simple mat- 
ters that ought not to be put through 
ponderous 


formal the 


procedures in 
IRS and the courts. 

Under the new procedures, detailed in 
Rev. Proc. 60-16, 
61 district offices 


nation’s 
is now provided with 
1 full-time conference-coordinator, whose 
| prime responsibility will be the direc- 
and execution of the informal con- 
ference functions 


each of the 


uon 


throughout his dis- 
trict. 


One or more full-time 
be assigned to the 


ordinator’s staff in 


will 
co- 
districts that 
have a sufficient volume of work to war- 
rant such assignments. 

Conferences will be heard by a con- 
feree, appointed by the Conference Co- 
ordinator, who will hold the conference 
independent of the examining officer’s 
group supervisor. 


conferees 
conference 
those 


rhe revised informal conference pro- 
cedures apply in field audit and office 
audit cases dealing with income, estate, 
gift, excise, and employment taxes. The 
Conference Coordinator in each district 
will be responsible for the assignment 
of conferees to handle all informal con- 
ferences. Rev. Rul. 60-16 provides that 
“these assignments will be made on the 
following basis: 

“The Conference 
handle or 


Coordinator will 
will assign a full-time mem- 
ber of his staff or another qualified 
the Audit Division to 
handle informal conferences in all com- 
plex cases, in all cases in which the tax- 


technician in 


MARTIN M. LORE, LL.B., 


CPA 


payer requests that the conference be 
handled by a conferee who functions in- 
dependently of the examining officer’s 
group supervisor, and in all cases in 
which the examining officer’s group 
supervisor disaqualified himself as con- 
feree due to his prior active participa- 
tion in the case. 

“The examining officer’s group super- 
visor will normally be assigned to handle 
informal conferences in all other cases 
unless the best interests and rights of 
the Service and the taxpayer would not 
be served thereby. However, in this type 
of case, the taxpayer will be informed 
that if he prefers he may instead request 
a conference with a conferee who will 
function independently of the examin- 
All such 
taxpayer requests will be honored by the 
Conference Coordinator. 


ing officer’s group supervisor. 


“In complex informal conference cases, 
taxpayers will be requested to submit 


a brief informal written statement set- 
ting forth the facts, rulings, or other 


data on which they rely. Although not 
required, such a statement would expe- 
dite the conference and assist the con- 
feree in resolving the issues. 

“If a taxpayer fails to avail himself 
of an informal conference at the time 
one is initially offered and subsequently 
files a formal protest upon receipt of 
ihe and a 30-day 
preliminary notice, his case will be re- 
ferred to the 


examination report 
Conference Coordinator 
If the Conference Coordina- 
tor believes the unagreed issues in the 
case are susceptible to being resolved at 
the Audit Division level, he will sched- 
ule an informal conference for the tax- 
payer with a member of his staff and 
invite the taxpayer to attend. Such invi- 
tation may be by local telephone call 
or by letter.” Ww 


for review. 


IRS starts electronic system 
and gets new personnel 
AUTOMATIC 
electronic 


PROCESSING OF RETURNS by 
equipment will begin this 
year in the Internal Revenue Service. 
Some of the $388 million budgeted for 
the Service will be used to open a pilot 
plant in Atlanta serving seven southeast- 
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ern states; eventually each taxpayer in 
the country will have a serial number, 
a master file on magnetic tape will be 
maintained in a computer center, ac- 
counts will be processed by high-speed 
machines, and each tax return will au- 
tomatically be matched against withhold- 
ing and information reports that show 
payment of dividends or other income 
to that account number. 

It is expected that the electronic sys- 
tem will quickly detect fraudulent re- 
fund claims and non-filers as well as 
chiselers. As Commissioner Latham has 
said, the Service will be able to handle 
and bill “taxes of all types, for all years, 
of the same taxpayer . . . through a sin- 
gle account.” (See Dec. 1959, 11 JTAX 
$62, discussing the proposed system.) 

Another 800 Revenue Agents and 700 
Revenue officers will be hired this year 
to step up enforcement and handle col- 
lections—all to be paid out of the $23,- 
750,000 by the new 
appropriation exceeds last year’s. An in- 
crease in personnel in the technical, in- 
telligence, appellate, 


which Treasury's 


legal, and inspec- 
tion functions is anticipated; but there 
will probably be a small decrease in the 
alcohol and tobacco tax units. % 


New decisions 





Commissioner waived timeliness of elec- 
tion by accepting amended return. Sec- 
tion 455 of the Excess Profits Tax Law 
of 1950 permitted taxpayers to elect to 
use the accrual method of reporting in- 
come installment sales. Such an 
election was irrevocable and applicable 
to all later years. T 


from 


‘axpayer corporation 
did not so elect in any of its original 
returns for 1950 through 1953 but filed 
an amended return on October 13, 1955, 
making the election. As a result, tax- 
payer had a deficiency for 1950 and had 
refunds due for the other years. Tax- 
payer billed for the deficiency, 
which he paid, but the refund claims 
The court finds that the 
acceptance of the amended returns by 
the Commissioner and assessment of a 


was 


were rejected. 


deficiency constituted a waiver and es- 
toppel on the question of the timeliness 
of the election. Since neither Section 
455 nor the Regulations specified a pe- 
riod within which the amended return 
could be filed, acceptance or rejection 
became a matter of internal administra- 
tion, solely within the Commissioner’s 
discretion. Daniels Jewelers, Inc., Ct. 
Cls., 6/8/60. 








242 * The Journal of Taxation 
Tax Court can’t determine refund 
claim if no deficiency was asserted. ‘Tax- 
payer claimed a refund for a year in 
which the Commissioner did not assert 
a deficiency. The court holds that it 
lacks jurisdiction to determine an over- 
payment, that it can consider such a 
year only to the extent it affects taxes 
for a subsequent year. Arc Realty Co., 
34 TC No. 48. 


IRS prescribes requirements for un- 
official FICA reports. The Service pre- 
scribes the requirements that must be 
met by unofficially prepared Form 941- 
(a) sheets. Form 941(a) is a continuation 
sheet for listing data concerning FICA 
tax withholding, and acceptable subsi- 
tutes for the officially prepared form 
may be used if they comply with the 
prescribed standards. Rev. Proc. 60-11. 
Retroactive amendment of statute 
created the new cause of action as to 
years barred by limitations. Taxpayer 
brought suit to recover an overpayment 
of income taxes by reason of having re- 
ported royalties received from patents 
as ordinary income. The amount paid 
was correctly computed according to the 
law as interpreted by the rulings of the 
Internal Revenue Bureau at the time 
the taxes were paid. Later, however, the 
Internal Revenue Code was retroactive- 
ly amended to provide that the royalties 
returned as capital gains 
rather than as ordinary income. The 


should be 
Government contended that limitations 
barred a refund for the particular year. 
Aligning itself with the Second Circuit 
and in deference to contrary opinions 
the Fifth and Sixth Circuits, this 
court holds that the remedial legislation 
created a new cause of action and that 


in 


the suit to recover was not barred be- 
cause a claim for refund had not been 
filed within three years from the time 
the return was filed or within two years 
from the time the taxes were paid. The 
court recognizes that a 
bound to follow the interpretations of 
the law by the agency charged with its 
administration. Zacks, Ct. Cls., 7/15/60. 


taxpayer is 


*Withholding penalty is divisible; re- 
fund suit may be brought for part pay- 
ment. A 100% penalty for failure to 
pay asserted 
against taxpayer. He made part payment 
and sued for refund. The district court, 
on authority of Flora (357 U.S. 63), dis- 
missed the suit on the ground that the 
penalty is unitary, and there can be no 


over withheld taxes was 
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refund suit until the assessment is fully 
paid. This is true even though there is 
no recourse to the Tax Court in this 
type of case. The Government now con- 
cedes that the penalty is divisible—it 
may be assessed as to each employee for 
whom withholding was made. The dic- 
tum in the rehearing of Flora permits 
suit on payment of penalty for any one 
employee. This court reverses the dis- 
missal. Steele, CA-8, 7/7/60. 


Government not permitted to recoup 
deficiencies in earlier years against 
erroneous assessment in later years. Dur- 
ing each year from 1946 through 1952, 
the partnership, of which the taxpayer 
was a member, deducted on its income 
tax returns depreciation of the physical 
equipment and tangible assets of the 
partnership. During the same period, 
taxpayer erroneously deducted from his 
share of the partnership earnings de- 
preciation on the theatre equipment be- 
longing to the partnership. In 1955, 
taxpayer sold his interest in the part- 
nership, reporting long-term capital 
gain. The Commissioner adjusted tax- 
payer's basis for computing long-term 
capital gain by adding the amount of 
the depreciation deductions erroneously 
taken by him in prior years. At the 
time of the adjustment, deficiency as- 
sessments with respect to the years 1946 
through 1952 were barred by limitations. 
This court holds that, since the defici- 
not arise out of the same 
taxable event or the same transaction as 
the principal claim, the Government 
could not assert the doctrine of equit- 
able recoupment. Robinson, DC Ark., 
6/20/60. 


encies did 


Information return of building and 
loan association does not start statute 
of limitations running. [Old law] In 
1946 taxpayer obtained a ruling that it 
was exempt from income taxation under 
Section 101(4) of the 1939 IRC, which 
exempts building and loan associations. 
Taxpayer filed information returns for 
the years 1946 to 1951. In 1952 the Com- 
missioner notified taxpayer that it was 
not entitled to exemption from taxation 
and advised taxpayer to file tax returns 
beginning with the taxable year 1944. 
Taxpayer did not file the required re- 
turns, and the Commissioner sent a no- 
tice of deficiency in 1956, covering the 
years 1944 through 1951, and added a 
25% penalty for failure to file a return. 
Taxpayer claimed that the deficiency 
was barred by the three-year statute of 


limitations on the theory that the filin 
of information returns starts the statut 
running. The court holds against thi 
contention and finds that the filing o 
information returns under the 193 
Code does not start a statute of limi 
tions runnning; that Section 302(b) 
the Revenue Act of 1950, which pr 
vides that information returns do sta 
the statute running, only applies t 
“feeder corporations” that had prey 
ously been exempt under paragraphs | 
6, or 7 of Section 101 but that lost thei 
exemption because of carrying on ; 
trade or business for profit. The cour 
notes that under Section 6501(g)(2) o rs 
the 1954 Code a taxpayer who in go 
faith files an information return doe 
start the statute of limitations running 
The court also sustains the 25% penalty! 
since taxpayer did not file the required 
returns within a reasonable time afte 
notification of the retroactive revocation. 
Perpetual Building and Loan Associa 
tion of Columbia, 34 TC No. 74. 
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Taxpayer bound by mistakenly signed 
Form 870. Taxpayer sued to quash levy 
and to enjoin further collection of in- 
come taxes assessed against him. Under 
Section 6213(a), taxpayer was entitled tof. 
an injunction to restrain collection o 
his tax until 90 days following the is- 
suance of the notice of deficiency. The 
taxpayer had, however, signed Internal 
Revenue Service Form 870 (Waiver of 
Restrictions on Assessment and Collec- 
tion of Deficiency in Tax and Accept- 
ance of Overassessment) in the belief 


firmati 
of app 


Inforn 


Depar 


Service 


that he was signing Internal Revenue md 
Service Form 872 (Consent Fixing Pe- we 
pursuz 


riod of Limitations on Assessment). By 
the latter form, the taxpayer would 
waive limitations, would forestall the 
fs : forma 
statutory notice of deficiency, and could 5 
a 6 - . 4, [ductio 
pursue his administrative remedies. The}. 
ee sion, 
district court concluded that the agree- 
ment could not be set aside. His exe- 
cution of Form 870 was a unilateral 
mistake of fact. This court affirms. Tax- 
payer had shown no fraud or duress on 
the part of the Government. Quigley, 
CA—D.C., 7/14/60. 
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Transferee must establish consideration 
for transfer. The taxpayer, Fiorella, 
transferred his automobile to Wehby in 
an attempt to evade payment of his 
1956 income tax liability. The District 
Director seized the car, and Wehby 
: ‘ . [lax | 
brought suit to recover it. This court She 
holds that Wehby did not discharge his 


.)_ court 
burden of proof that the automobile ina: 
C 





he filing : : 
jas his property at the time of. the 


€ statut, . 
inst thpiZure and that he was a bona fide 
inst thi , : 
fili jolder of the automobile for good and 
ing oO . : r 
~ laluable consideration. The court 


al eC ifically found that there was no con- 

02(b) o ideration to support the transfer by the 

ich pr xpayer to Wehby. Wehby, DC Ala., 
§/20/60. 

do star 

plies 


‘Ee [ District Court cannot set aside order of 
Court of Appeals confirming sale under 
A. theif eral tax foreclosure decree. A pur- 
: thaser of real and personal property 
A could under a United States tax foreclo- 
4, gure decree brought suit to set aside 
g)(2) of, , 
cm pool sale because of alleged equitable 
yonsiderations. The purchaser alleged 
that when it made the purchase, it had 
penaltyf’ son to expect that final settlement 
“jwould be made within a reasonable time 
“pnd that it had no knowledge that the 
tprder confirming the sale would be 
Associa Po" Pending the appeal on the 
4 order confirming the sale, the physical 
condition of the property deteriorated 
and its value declined. The purchaser 


raphs 


rn doe 
‘unning 


ocation 


) signed : _ : 
6 argued that it would be inequitable to 





ash levy ; : ‘ 

> of ingeauize him to go through with the pur- 
Under hase under those circumstances This 

itled tofu holds that it is without jurisdic- 
: sion to disturb the confirmation since a 
2 ._ mandate affirming the order of con- 

a Pheimation had been issued by the court 


f appeals. Vassalo, DC Del., 6/17/60. 


Internal. 
1iver of . ‘ 
Coll Information forms filed with Labor 
al ec 

Department acceptable to IRS. The 


Service announces that it will accept the 


Accept 


fara, ling with it of copies of the forms re- 
ing Pe uired by the Department of Labor 
nt). By ersuant to the Welfare and Pension 

a Plans Disclosure Act. These forms pro- 
sil the ide a substantial amount of the in- 
4 could formation required to support the de- 
ax "The luction of amounts contributed to pen- 

avree-[O™ annuity, stock-bonus, and _profit- 
eee sharing plans and, therefore, may be so 
lateral (~" However, there is information re- 
is. Tax juired by the Service that the Depart- 
ress on ae" of Labor does not require, and 
velelee that information must still be provided 


he Service. Rev. Proc. 60-14. 


Tax Court has no jurisdiction when 
deficiency notice is mailed to wrong ad- 
dress. [Acquiescence] The Commissioner 
mailed a deficiency notice to taxpayer 


leration 
‘iorella, 


ehby in 


os it a wrong address. Ninety-three days 
Wehby |“ taxpayer filed a petition with the 
cl lax Court. The Commissioner, seeking 
nge his to bar taxpayer permanently from the 
smobile | Ur asked for a dismissal of the pro- 


eeding for lack of jurisdiction because 





the petition was not filed within the 
Statutory period of 90 days. However, 
the Tax Court dismissed the petition on 
the ground that the deficiency notice 
was ineffective. The court rejected the 
Commissioner’s argument that the de- 
fective deficiency notice was waived by 
taxpayer when he filed a petition with 
the Tax Court. This would be so only 
if the petition had been filed within 
the 90-day period. Heaberlin, 34 TC 
No. 5, acq., IRB 1960-31. 


Transferee liable for interest. ‘Taxpayer 
received property from a tax delinquent 
for less than fair value. In settlement of 
an assessment of transferee liability, tax- 
payer conceded he was liable as trans- 
feree and stipulated to the amount of 
the liability, which included the tax 
and penalties. The district court held 
and this court affirms that he is also 
liable for interest on the stipulated 
liability. The Tax Court order indi- 
cated the deficiency was to bear interest. 
Sims, CA-5, 8/5/60. 


Written protest amends claim for re- 
fund to apply to different years. An 
accrual-basis taxpayer claimed in its 1952 
tax return a deduction for a contribu- 
tion to charity and for a contingent 
liability for commissions. The contribu- 
tion was paid in 1953 but had not been 
authorized by the Board of Directors in 
1952. The commissions were paid by 
settlement of a law suit in 1953. No de- 
ductions were claimed by taxpayer in his 
1953 return for either the charitable 
contribution or the ultimate liability for 
the The 
assessed a deficiency with respect to 1952, 
which was attributable, in part, to the 
disallowance of the charitable contribu- 
tion and the liability for commissions. 
On June 14, 1957, taxpayer filed a claim 
for refund, which showed the year 1953 
as the period for which it was filed and 
which showed, as grounds, the examin- 
ing officer’s report stating that the con- 
tribution and commissions were proper- 
ly deductible for the calendar year 1953. 
Upon learning that the claim for re- 
fund was filed 11 days after the expira- 
tion of the statutory period for filing 
refund claims for 1953, the examining 
officer recommended that the refund 
claim be disallowed. Taxpayer filed a 
written protest with the District Direc- 
tor, which argued that the Commissioner 
erroneously failed to treat taxpayer’s 
claim for refund as a claim for refund 
for 1952 so as to entitle taxpayer to re- 


commissions. Commissioner 
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lief under Sections 1311-1314 of the In- 
ternal Revenue Code of 1954. This court 
says that the written protest filed by 
taxpayer with the District Director was 
sufficient amendment of its claim for 
refund to make it applicable to the 
year 1952. The Commissioner was fully 
aware of all of the relevant facts con- 
cerning the two deductions at issue and 
the disallowance of he deductions as 
properly applicable to 1953 and not to 
1952 constituted a determination as de- 
fined in Section 1313(a). Thus, this court 
holds that taxpayer is entitled to relief 
under Section 1311(a) because the re- 
quired determination had occurred and 
because correction of the erroneous dis- 
allowance of the deductions was pre- 
cluded by the limitation period ap- 
plicable to 1953. Esterbrook Pen Co., 
DCN. J., 7/7/60. 
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Overassessment of taxes in years barred 
by limitation cannot offset Renegotia- 
tion Act deficiencies. United States com- 
menced a pursuant to the Re- 
negotiation Act to collect excessive 
profits earned in 1944 by the taxpayers 
from a Government contract. The tax- 
payers were overassessed Federal income 
taxes for the year 1944. They were noti- 
fied in 1951 that their claims for refund 
were disallowed. Taxpayers first raised 
the issue pertaining to the overassess- 
ment in 


suit 


1955 in their amended answer 
to this suit in the Renegotiation Act 
proceedings. This court holds that the 
taxpayers could not raise the offset in 
this proceeding, having failed to com- 
mence their action for the overassessment 
of taxes within the two-year limitation 
period. Levine, DC N. Y. 5/12/60. 


Resident of Canal Zone cannot bring 
suit in California against United States. 
The taxpayer, a resident of the Canal 
Zone, brought suit for refund of Fed- 
eral taxes in the United States District 
Court for the Southern District of Cali- 
fornia. The court, on motion by the 
Government, dismissed the suit without 
prejudice for lack of jurisdiction, stating 
that the U. S. has not consented to be 
sued by taxpayer in California. Rupp, 
DC Calif., 6/13/60. 


Default judgment for failure to appear 
or plead. This court holds that the tax- 
payer who was duly served with process 
and failed to appear and plead to the 
complaint is liable for the deficiencies, 
penalties, and interest assessed against 
him. Rewis, DC Fla., 6/23/60. 
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Post-construction decision to sell 


avoids collapsibility, CA-3 says 


by JAMES T. WILKES, JR. 


The taxpayer's victory in Jacobson is the first breach in a line of cases holding that 


collapsibility applies no matter when the stockholders make the decision to sell the 


property rather than operate it for income. The repudiation of this rule, a notor- 


ious trap for the unwary, is seen by Mr. Wilkes as presenting a view more in accord 


with the intent of Congress in writing the collapsibility statute. 


RECENT DECISION Of the Third Circuit 
Ai giving new life to stockholders 
who have elected to “collapse” their cor- 
poration after its manufacture, construc- 
tion, or production of property and 
prior to its realization of substantial in- 
come. Prior to Jacobson (decided July 
26, 1960), the Government had had al- 
most complete success in thwarting the 
attempt of taxpayers to side-step Section 
117(m) of the 1939 Code with the de- 
fense that only after completion of the 
construction did they entertain the idea 
of selling their stock. 

In Jacobson the stockholders of a cor- 
poration organized to build apartment 
houses sold their stock shortly after the 
completion of construction and rental 
of the property. The sale was decided 
upon when, after completion of the 
apartments, a crack was discovered in 
the wall of one. The Court held that 
under these circumstances the corpora- 
tion did not fit the definition of a “‘col- 
lapsible corporation” under Section 117 
(m). 

Section 117(m) requires that gain from 
the sale of stock of a “collapsible corpo- 
ration” be treated as the sale of property 
that is not a capital asset or, in effect, as 
ordinary income. Cases under that sec- 
tion are of continuing importance, inas- 
much as Section 341 of the 1954 Code 
provides a substantially identical defini- 
tion of the term “collapsible corpora- 
tion” as Section 117(m).1 

A “collapsible corporation” is defined 
by Section 117(m)(2)(A) as: 

“.. . a corporation formed or availed 


ef principally for the manufacture, con- 
struction, or production of property, . . . 
with a view to the sale or exchange of 
stock by its shareholders . . . prior to the 
realization by the corporation . . . of a 
substantial part of the net income to be 
derived from such property . . .” 

The critical issue in Jacobson, as well 
as its predecessors, is whether the inten- 
tion of the shareholders of the corpora- 
tion to sell their stock must be formed 
prior to the completion of construction 
in order to bring the section into play. 
This problem has been brought into 
focus by a series of cases involving cor- 
porations formed for the construction of 
FHA-insured apartment buildings. The 
lure of mortgages in excess of construc- 
tion costs plus the added incentive of 
possible capital gain treatment has pro- 
duced no small amount of litigation in 
this area. 


The typical situation 

The typical situation in these cases is 
as follows: 

A group of investors organize a corpo- 
ration with a relatively small capitaliza- 
tion. The corporation obtains an FHA- 
insured loan for $1,600,000 and con- 
structs apartment buildings at a cost of 
$1,500,000. Shortly after the apartments 


1 Note, however, that four exceptions, which elim- 
inate the regular tests of intent in certain in- 
stances, were added to Section 341 by the Techni- 
cal Amendments Act of 1958. 

2 Rev. Rul. 57-575, 1957-2 CB 236. 

8 Which requires reading with the following 
emphasis: a corporation availed of principally for 
construction of property with a view to sale. 
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only after the completion of construc 
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Surprisingly, the Commissioner’s Reg! wer, 
uations take a position on this issue thay « 
is highly favorable to the taxpayer. Sed 
tion 39.117-11(m)-1-(b)(4) of Regulatio 
118 provides in part that: 


constr 
that i 


; : y ment 

“.. If the sale .. . is attributab] aiest 

solely to circumstances which arose afte rope 
= ; i 

the . . . construction, . . . the COTPOTa} ate, 

made 


tion shall, in the absence of compelling 
facts to the contrary, be considered a hel 
to have been formed or availed of . . ‘ che st 
for the proscribed purpose. | Aga 

This position has also been reiterated oi-y 
by the Commissioner in a 1957 Revenue), gire 
Ruling.? There it was held that, where 
stockholders decided to sell their inter- 
ests solely because of legislation passed 
after the corporation had completed ont 
construction of a housing project, the sainec 
corporation would not be considered) 


¢ aaa | Again 
collapsible. intere 
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Burge contra 


The key case prior to Jacobson wa 
Burge (CA-4, 1958, 253 F.2d 765). Ther 
the Fourth Circuit, speaking throug] 
the late Judge Parker, held that “{ijt i 
not necessary that the ‘view’ exist at th 
time the corporation was formed. It if... 
sufficient that it exist when the corpora: 
tion is ‘availed of.’” This meant that a 
corporation might be struck down as 
“collapsible” regardless of the factor of 
the completion of construction. 

This decision was soon followed by 
the Second Circuit in Glickman (CA-2, 
1958, 256 F.2d 108). There the court 
stated its disagreement with the inter. 
pretation of Section 117(m) taken by the) 
Regulations but specifically withheld a 
determination as to the validity of the 
Regulations. 

The break by the Third Circuit in 
Jacobson was forewarned by the decision 
of the Fifth Circuit in Payne (CA-5; 
1959, 268 F.2d 617). Having found that 
the parties had formed the corporation 
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‘ Requiring emphasis as follows: a corporation 
availed of principally for construction of property 
with a view to sale. 

5H. R. No. 2319, 81st Cong., 2d Sess., p. 56, 1950-2 
CB 422; S. R. No. 2375, 81st Cong., 2d Sess., p. 45, 
1950-2 CB 516. 

® Webster’s New World Dictionary, College Edi- 
tion (1957). 
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[Mr. Wilkes is associated with the Chi- 
yago law firm of Seyfarth, Shaw, Fair- 


weather & Geraldson. He was until re- 
cently a trial attorney with the Office of 
the Regional Counsel of the IRS.] 





with the prohibited purpose, the court 
was not required to decide the question 
as to when the “view” must exist. How- 
ever, the court volunteered that: 

“....[w]hile not disagreeing with this 
construction of the statute, we recognize 
that it seems to overlook the require- 
ment by the statute that the corporation 
be availed of for construction of 
property with a view to a distribution, 
etc. A respectable argument can be 
made that this means unless the ‘view’ 
is held before or during construction, 
the statute is not satisfied.” 

Against this background the Fourth 
Circuit took its bold step in Jacobson in 
a direction of 180 degrees from the posi- 
taken in 


must 


Glickman. 
\gain the court was faced with a newly 


tion Burge and 
formed corporation constructing apart- 
ment houses with the use of money ob- 
through FHA-insured loans. 
{gain the stockholders had sold their 
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the completion of construction. 

The court, reversing the Tax Court, 
found as fact that the taxpayers did not 
contemplate selling their stock until 
after the completion of construction. It 
uccepted the taxpayer’s testimony that 
after completion of the project a crack 
of the walls, 
which led them to a decision to sell. 

rhese findings left purely the issue as 
to whether the intention to sell, formed 
ifter the completion of construction, was 
sufficient to bring the statute into play. 


was discovered in one 


} The court found that: 


. . only by a distorting disregard of 
the phrase ‘for the construction of prop- 
erty’ is it possible to reach the conclu- 
sion that the ‘view to sale’ contemplated 
by the statute can arise for the first time 
n connection with corporate activity 
ifter the work of construction is com- 
leted.” 

It also stated that an additional con- 
sideration, which it deemed decisive, was 
he “natural and reasonable” interpre- 
‘ation adopted by the Regulations. 

The point of difference between the 
Burge and Jacobson opinions is one of 
onstruction in the reading of the defini- 
tion of “collapsible corporation.” In the 
key phrase, “‘a corporation formed or 
wailed of principally for the . . . con- 


struction . of property .. . with a 
view to the sale,” the courts differ on 
whether the words “with a view to” re- 
late back to the words “formed or 
availed of” or to the word “construc- 
tion.” 

The Fourth Circuit holds that “view” 
relates to “availed of’ and that a cor- 
poration can be “availed of” for the pro- 
scribed purpose at any time. The Third 
Circuit holds that the statute and Regu- 
lations clearly provide that “view” re- 
lates to “‘construction”’* and, therefore, 
in order to bring the provisions of the 


statute into action, the “view” must 
exist before construction has been com- 
pleted. 


The majority of the cases have avoid- 
ed this issue with a factual finding that 
the “view” existed before or during the 
construction period. Until the question 
is settled, this factual disposition of the 
problem will no doubt be taken in most 
cases where the transactions are subject- 
ed to the critical eye of the courts. 


Jacobson is correct 


A sensible approach to the issue must 
recognize the ambiguity of the statute as 
demonstrated by the conflicting opin- 
ions of the courts. Aside from the seman- 
tic question, it is the opinion of the 
writer that the Jacobson decision pro- 
duces the proper result. 

From the viewpoint of administration 
of the tax law the Burge approach is un- 
doubtedly the simplest. It requires no 
careful determination of when the in- 
tangible intention to sell came into exis- 
tence. Ease of administration, however, 
should not be the criterion. The “‘col- 
lapsible corporation” provisions are in- 
tended to thwart the taxpayer who by 
design seeks to convert ordinary income 
into capital gain. Under the Burge in- 
terpretation the statute would do more 
than this. It would penalize the unsus- 
pecting taxpayer who, for a valid busi- 
ness purpose and after construction is 
completed, finds it necessary to dispose 
of his stock interest. It is not the proper 
function of the statute to hamper nor- 
mal business decisions and transactions 
not motivated by a desire to avoid taxes. 

The committee reports on Section 117 
(m) support this viewpoint.5 There the 
“collapsible corporation” is described as 
“..a device which has been used in an 
attempt to convert ordinary income into 
long-term capital gain by use of a tem- 
porary corporation.” 

A “device” is defined as “a thing de- 
vised; plan; scheme.”6 Clearly the use of 
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the term requires a plan, thought out 
and carried through, rather than the 
mere sale of stock for a valid business 
purpose arising after construction is 
complete. 

It seems clear that, whether or not the 
interpretation in Burge strains the lan- 
guage of the statute, it certainly strains 
the purpose for which the “collapsible 
corporation” provisions of the Internal 
Revenue Code were enacted. % 


Capital gain allowed 
in partial liquidation 


Ws PART OF A BUSINESS is sold or 
terminated and the corporation 
continues to operate some other business 
activity, the company frequently has 
cash and other working capital that is 
no longer required. What can be done 
with the cash, accounts receivable, etc., 
that the company does not need for its 
operations? Obviously, in most cases it 
would be desirable to distribute them, 
particularly the cash, to the stockhold- 
ers. But it is not easy to take cash out 
of a closely held corporation without 
risking dividend treatment. Section 346 
is designed to permit capital gain treat- 
ment in many partial liquidations, but 
a 1955 Internal Revenue Service ruling 
(Rev. Rul. 55-373, 1955-1 CB 363) held 
that a distribution in partial liquidation 
in excess of the proceeds from the sale 
of the business terminated was taxable 
as a dividend under old Section 115(a) 
and (g). 

This ruling tended to hamper bona 
fide partial liquidations. In some cases 
the required retention of such excessive 
cash and working capital no longer 
needed in the continuing business oper- 
ations would bring down a Section 531 
(old Section 102) penalty tax on accumu- 
lated earnings. 

Now IRS has, in a very recent ruling, 
made a benevolent and sensible change. 
In Rev. Rul. 60-232 (July 5, 1960), 1960- 
27 IRB 17, the Service has formally per- 
mitted for the first time a distribution 
in partial liquidation with full capital 
gain treatment, not only of the net pro- 
ceeds of a business sold by a corporation 
but also of the portion of the cash and 
other working capital not required in 
the operation of the continuing business. 

Recognizing the need for prophylactic 
plugging of potential loopholes, the 
Service cautioned that this favorable 
capital gain treatment on distributions 
of working capital includes only “that 
portion of the working capital which is 
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reasonably attributable to the business 
activity terminated.” The Service 
warned eager tax men that an unusual 
or abnormal increase in working capital 
(cash, accounts receivable, work in proc- 
ess, etc.) just prior to the distribution 
“may indicate an attempt to secure par- 
tial liquidation treatment of a distribu- 
tion involving an amount of working 
capital in excess of that normally re- 
quired in the operation of the business 
terminated.” Thus the Service has given 
fair warning that it will tolerate no 
abuse of its liberalized ruling. Its lan- 
guage is reminiscent of the test frequent- 
ly applied in administering old Section 
102 (‘a corporation may retain liquid as- 
sets in excess of the needs of the busi- 
ness’’). 

The application of the new and real- 
istic approach is illustrated by the situ- 
ation presented in the ruling. The tax- 
payer had previously been engaged prin- 
cipally in the business of repairing con- 
tractors’ equipment but he also sold and 
traded used contractors’ equipment and 
rented such equipment to contractors. In 
an arm’s-length transaction, the corpo- 
ration sold to an outsider its inventory, 
rental equipment, and a truck, and 
thereafter the buyer leased the real es- 
tate of the taxpayer, as well as his equip- 
ment, furniture, etc. After the 
sale the taxpayer was engaged only in 
the business of leasing its remaining pro- 
perty to the buyer. Since the principal 
business had been terminated, a partial 
liquidation was appropriate and accom- 
plished. In the partial liquidation the 
taxpayer distributed an amount equal to 
the net proceeds from the sale of the 
business plus the portion of the work- 
ing capital (cash, accounts receivable, 
etc.) attributable to the business activity 
terminated by the sale. 

After careful analysis of the amount of 
working capital distributed in the par- 
tial liquidation, the Service was satisfied 
that it did not exceed the amount “rea- 
sonably attributable to the terminated 
business activity and no longer required 
in the operation of the continuing busi- 
ness activities.” Hence it permitted capi- 
tal gain treatment on the entire amount 
distributed. 


tools, 


Important sidelights 


For the technically minded tax men, 
Rev. Rul. 60-232 has two additional in- 
triguing facets. The Service arrived at 
the correct result by proceeding beyond 
the specific and restricted termination of 
business rule of Section 346(b) and by 


October 1960 


relying on the general rule of Section 
346(a) of a distribution “not essentially 
equivalent to a dividend.” This permit- 
ted it to circumnavigate the restrictive 
language of the Regulations (Section 
1.346-1(b) ), which seems to limit the 
distribution to the assets or proceeds of 
the business terminated. 

The ruling is also noteworthy in mak- 
ing a determination of a factual ques- 
tion. The Service has always been wary 
and extremely reluctant to become in- 
volved in factual issues because of ad- 
ministrative burdens, etc., but here it 


IRS wrong in ruling 


stock dividend issue are not deductible 


The Commissioner in Rev. Rul. 60-254 is attempting to overrule a long-established 


principle permitting the deduction of expenses incurred in connection with stock 









became imperative to resolve a questiogp sale. 
of fact and it admitted that “the detemplivider 
mination of the amount of working capjacter t 
ital attributable to any business activingcase th 
is a factual matter.” Hence, it observedjruling. 
that “a plan for determination on thi, Both 
point will be made by the Service onlyj254 im 
after an examination of the income tayder_ t 
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tion ir 
the lat 
jcapital 
jfor its 
ceeds | 
can be 


that expenses of 


by GERALD J. KAHN 
be 


tween 


dividends. We have asked Gerald J. Kahn, one of the Journal’s regular sonietua paleo 


ing writers, to comment on the Commissioner's ruling. Mr. Kahn says the IRS 
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attempt at administrative legislation is unsupported by either logic or truly appli+ simila 


cable precedent. Corporations that have consistently paid stock dividends to con) onne 


affected by this ruling—if it survives anticipated widespread attack. 


, ' ; those 
serve working capital and permit more rapid growth of business will be adversel)\ where 
of the 
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ized irrespective of the surrounding city Dor 


I TWO SENTENCES in Rev. Rul. 60-254,1 
the Commissioner recently struck 
down a view widely held by tax practi- 
tioners that expense connected with the 
issuance of capital stock in payment of a 
stock dividend is deductible as ordinary 
and necessary business expense. Relying 
on Baltimore and Ohio Railroad Co. 
and United Carbon Co.,2 which held 
that the cost of issuing and selling capi- 
tal stock are capital expenditures, the 
Commissioner places the expenses that 
are incurred to pay a stock dividend in 
the same category without further ampli- 
fication of his rationale. 

While at first blush the Commission- 
er’s position may appear to be sound, 
based on the general rule that expenses 
incurred in the issuance of its capital 
stock by a corporation are not deduct- 
ible, it is in fact specious in that it over- 
looks the true character of the expenses. 
Moreover, it is blind to the fundamental 
proposition that what “might be classi- 
fied as a capital expenditure under cer- 
tain circumstances, may, under different 
facts and circumstances, be considered 
expense.”3 To adhere rigidly to the rule 
that all expenditures connected with the 
issuance of capital stock must be capital- 





cumstances is unrealistic and ignores thé)pe on 
rule that each case must be decided on pendi 
the basis of its own facts. The Commis} stock 
sioner fell into the same kind of error in produ 
the Transamerica case* in the Court off tyre « 
Claims. There the Commissioner disal other 
lowed amounts paid by the taxpayer to) declai 
employees of a subsidiary for soliciting’ policy 
orders for stock of the taxpayer. This) tyres 
was part of an advertising and publicity) treate 
program involving an attempt to re}ring « 
habilitate taxpayer’s reputation with the) |y dec 
public and to increase the business of pee th 
other subsidiaries of the taxpayer. The} for m 
court allowed the deduction, holding chang 
that the transaction was not capital in| jpje, 

nature but was in essence an advertising! the 1 
and publicity program. Significantly, the| to pe 
court stressed that this was not a cas] py; 
where the expenditures in question! with 
could be deducted from the proceeds ol! an ey 
1 IRB 1960-31, 8. istrat 
278 F.2d 460, 32 BTA 1000 revd. on other issues! stand 
90 F.2d 43. had 

* Libby & Blown Ltd., 4 BTA 910; also see Philip| 

Shore, TCM 1959-166. p ques 
#65 F.Supp. 470; also see Camp Manufacturing Bu 
Co., 3 TC 467. ‘fact t 
5 Chesapeake Corp. of Virginia, 17 TC 668. j 


® United Industrial Corp. et al., Docket Nos. 86422) Chany 
and 86423. befor 





juestiogp sale. Clearly, the expense of a stock 
e deter dividend is more closely related in char- 
ing cap)acter to the expense in the Transamerica 
activity case than to that in the cases cited in the 
»bservedyruling. 
on this Both of the cases cited in Rev. Rul. 60- 
ice only254 involve the issuance of stock in or- 
ome tayider to increase capitalization. The 
ing thecourts held that the expenses attendant 
yn.” ‘thereto are part of the cost of acquiring 
that re capital and are to be considered a re- 
ach andduction in the proceeds from the sale of 
ate par/stock. This is distinguishable from the 
Wissuance of capital stock by a corpora- 
tion in payment of a stock dividend. In 
the latter situation there is no return of 
capital to the corporation in exchange 
‘for its stock and, accordingly, no pro- 
ceeds against which the cost of issuance 
can be offset. 


KAHN 
Capital not increased 
ablished tei bi ; 
A distinction must be recognized be- 
th stor 


tween expenses of stock issues for the 
ntribut.| purpose of raising capital and stock is- 
sues intended and used for the payment 


he Ih if a stock dividend. However, there is no 
) appli similar distinction between expenses 
to con. connected with a cash dividend and 
‘those connected with a stock dividend 
dverse \where the stock issuance is in pursuance 
of the dividend policy of the corpora- 
tion. 
ling cit, Doubtless the Commissioner would 
ores the be on firmer grounds in disallowing ex- 
ided o1 penditures made for the issuance of a 
“ommis| stock dividend where its purpose is to 
error ill 


produce a reshuffling of the capital struc- 
ourt 0! ture of the issuing corporation. On the 
er disal! other hand, where the stock dividend is 


payer declared as part of the regular dividend 
oliciting policy of the corporation, the expendi- 
er. This tures connected therewith should be 
publicit 


treated as being in the nature of recur- 
ring expenditures and, as such, current- 
ly deductible. This would be analogized 
iness Ol to the case where the annual fees paid 
er. The)for maintaining a listing on a stock ex- 


to re 


with the 


holding 


change are held to be currently deduct- 
pital in 


ible, whereas the initial cost of listing 
vertising! the stock on the exchange is considered 
ntly, the to be a capital expenditure.5 

Practitioners are viewing this ruling 
with great consternation. Here again is 
an extension of the long arm of admin- 
istrative fiat to upset a practice of long 
er issues} standing—a practice in which the Service 
had to our knowledge heretofore ac- 
quiesced. 

But 


t a Cas 
questiol 


ceeds ol 


see Phil 


tfacturing even more deplorable is the 


fact that the ruling apparently reflects a 
change in the Service’s position shortly 
before the announcement. This is evi- 
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[Mr. Kahn is a member of the Mil- 
waukee law firm of Godfrey & Kahn. 
He is a former legal assistant to the 
U. S. Tax Court and a frequent con- 
tributor to The Journal of Taxation.[ 





dent by the fact that on May 2, 1960, 
the issue embodied in the ruling was 
presented for the first time to the Tax 
Court.® It now remains for the court to 
determine the validity of the Commis- 
sioner’s position. The frequency with 
which taxpayers are confronted with this 
issue would seem to insure that a vig- 
orous effort will be made to invalidate 
the ruling. It is to be hoped that the 
courts will view the problem more real- 
istically than the Commissioner has and 
recognize that the expenses connected 
with the issuance of a stock dividend are 
not distinguishable from those connect- 
ed with a cash dividend. bs 


Coady, overturning separate 
business rule, being appealed 
THE GOVERNMENT IS APPEALING the Coady 
decision of the Tax Court (33 TC No. 
87), which held invalid Regulation 
1.355-1, which provides that only a 
division of two or more existing separate 
businesses qualify as a_ tax-free 
spin-off under Section 355. 


can 





Wherry Act housing corporation col- 
lapsible. Gain derived by taxpayers 
upon the redemption of part of their 
stock in rental housing projects is found 
to be ordinary income. The corporations 
were collapsible. The corporations built 
rental housing under the Wherry Act at 
Fort Bragg. The stock redeemed, Class 
B, had originally been issued to an archi- 
tect but was later acquired by taxpayers, 
whose Class A was not redeemed. The 
Tax Court considered it immaterial 
whether the distributions in redemption 
of the stock were paid out of mortgage 
loans or whether they were made out 
of rentals received by the corporations. 
In either event the gain was attribut- 
able entirely to the properties con- 
structed and was distributed before the 
corporations realized a substantial part 
of the total net income to be derived 
from them. This court affirms. Bryan, 
CA-4, 7/13/60. 


Additions to reserve for bad debts dis- 
allowed. Taxpayer maintained a sub- 
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When that decision was handed 
down, we commented in these columns 
(April 1960, 12 JTAX 200) that the Tax 
Court decision was a salutory correction 
of the IRS, which had, by this Regula- 
tion, unjustifiably restricted the scope 
of Section 355 of the Code and blocked 
normal business transactions. The ac- 
tion of the Sixth Circuit, to which ap- 
peal is being taken, will be awaited 
with interest. 

The Christopher Company, a con- 
struction company of which the tax- 
payer Coady was a 50% stockholder, 
was in a common business predicament. 
The two 50% stockholders were at log- 
gerheads and they decided to split. 
Christopher created a subsidiary, to 
which it transferred half its net assets, 
and then gave that stock to Mr. Coady 
in exchange for his stock in Christopher. 
Clearly this transaction would not qual- 
ify as a tax-free spin-off under Section 
355 if the Regulations are correct in 
requiring that there be a separation 
of “two or more existing businesses for- 
merly operated . . . by a single corpora- 
tion. Section 355 does not apply 
to the division of a single business.” The 
Tax Court held that there was no 
justification in the Code or in the legis- 
lative history of Section 355 to support 
this Regulation. 


stantial bad debt reserve but had rela- 
tively small bad debt charges against the 
reserve for the years in question. Tax- 
payer increased the reserve during these 
years because taxpayer’s business was 
with private contractors rather than 
with the Government, as it had been 
previously. Subsequent to the years in- 
volved, taxpayer had a large bad debt 
loss. The court holds taxpayer has not 
met the burden of showing that the ad- 
ditions to the reserve were reasonable, 
since the reserves maintained were far 
in excess of the bad debts incurred. 
West Virginia Steel Corporation, 34 TC 
No. 88. 


Sale of stock, incident to corporate con- 
traction, not a dividend. [Acquiescence] 
Taxpayer was the controlling stock- 
holder of a corporation that decided to 
discontinue one of its two lines of busi- 


ness. A prospective purchaser agreed to 
first buy out several of the minority 
shareholders, and the corporation was 
then to redeem the stock so acquired 
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by turning over one of the businesses. 
Because the value of the shares held by 
the selling minority shareholders did 
not equal the agreed-upon price for the 
business, taxpayer sold about 2,000 
shares to his son, who in turn sold them 
to the purchaser of the assets. Actually 
his son paid taxpayer out of the pro- 
ceeds of the second sale. The Commis- 
sioner treated taxpayer's sale as a re- 
demption equivalent to a dividend. The 
Tax Court found there was a bona fide 
sale by taxpayer and not a dividend. 
Even if there were a redemption, the 
court would refuse to find it equivalent 
to a The facts show 
not. Standard Linen Service, Inc., 33 TC 
1, acq. IRB 1960-29. 


dividend. it was 


Bar in Reno needed part of its accumu- 
lated earnings. [Acquiescence} Taxpayer 
operated a bar in a leading Reno gam- 
bling establishment. Taxpayer’s sole 
shareholder was also a principal stock- 
holder of the gambling firm. In the years 
1950 to 1954, taxpayer paid no dividends 
but had a surplus ranging from $292,000 
to $639,000. The Tax Court found that 
several expenditures made by taxpayer 
represented its reasonable business needs 
and justified taxpayer’s failure to pay 
dividends, thus preventing the surplus 
the 


The reasonable 


accumulation tax in three of five 


years involved. needs 
were (1) $500,000 for a stock option on 
a one-half interest in the gambling firm 
in order to prevent the sale of the stock 
to a competitior and the possible in- 
juries to taxpayer's business, (2) the pur- 
chase for $150,000 of Old West relics to 
decorate the bar and attract tourists, (3) 
$15,000 a year for 10 years to be paid to 
the owners of these memorabilia to pro- 
mote and exploit their presence on tax- 
payer’s premises, (4) purchase of a motel 
and coffee shop for $225,000 to ac- 
commodate taxpayer's patrons, and (5) 
$100,000 for the purchase of liquor in 
anticipation of Korean War shortages. 
Raymond I. Smith, Inc., 33 TC 141, 
acq., IRB 1960-29. 


THIN CAPITALIZATION 


Advances by stockholders considered 
equity capital. Amounts advanced to an 
investment company by the original 
stock subscribers in 1915 and later repre- 
sented by notes in a bills payable ac- 
count were found on the facts to con- 
stitute equity capital, rather than in- 
debtedness. Payments thereon are held 


to be dividends and are disallowed as 


October 1960 


interest deductions. Approving the tests 
applied by the Tax Court, this court 
affirms. Wilbur Security Co., CA-9, 5/ 
23/60. 


Bonds without fixed interest obligation 
held equity capital. Seven individuals 
incorporated taxpayer and transferred 
their real estate holdings to taxpayer in 
exchange for stock and registered gold 
bonds. The bonds were unsecured and 
provided that interest would be paid 
only at the discretion of the board of 
directors and in no event was to exceed 
7%. Interest payments were not cumu- 
lative, and there was no provision for 
maturity in case of default. Each stock- 
holder held one-seventh of the stock and 
one-seventh of the bonds. The amount 
of interest to be paid each year was de- 
termined by the board of directors at a 
meeting held at the end of the year. No 
dividends were ever declared by taxpay- 
er. The court holds that the bonds are 
not genuine indebtedness but rather 
equity capital and that, therefore, the 
payments thereon are not deductible as 
interest. Gokey Properties, Inc., 34 TC 
No. 84. 


Payments of interest and expenses by 
taxpayer as guarantor of corporate in- 
debtedness deductible only as a non- 
business bad debt loss. The owner of 
all the stock of two separate corporations 
had guaranteed some of their indebted- 
ness. Upon being required to pay prin- 
cipal, interest, and some other expense 
items as guarantor of the corporate ob- 
ligations, taxpayer contended that he 
should be allowed to deduct as interest 
or expense such items paid by him. An 
early administrative ruling held that in- 
terest paid by guarantor may be de- 
ducted “either as an operating expense 
or as interest, or as a bad debt.” This 
court holds that no interest or expense 
deduction would be allowed the tax- 
payer for the interest or expense pay- 
ments made by him as guarantor. The 
court states that a deduction for 
terest cannot be taken unless the in- 
debtedness is that of the taxpayer. The 
taxpayer here was liable only as a 
guarantor or surety of the obligation. 
The guarantor’s loss was a loss from a 
non-business bad debt. The taxpayer 
argued, in the alternative, that the cor- 
porate identities should be ignored be- 
cause the corporations were insolvent at 
the time of the loans. The court stated, 
however, that the situation did not call 
for a disregard of the corporate entity 


in- 








in order to give the taxpayer-stod o be a 
holder the tax. deductions. Where a comp oider’s 
poration is formed and operated fof nara 
business purposes, it has an identity fo; 
tax purposes separate from that of it 
sole stockholder. The separate entitiey ice be 
were of the taxpayer’s creation, and .th the sha 
taxpayer cannot escape the tax resul in the 
that flow from their separate existence); 949, 
Nelson, CA-5, 7/14/60. 
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Notes of thin corporation considereé 
equity. Taxpayer's sole stockholder, upor Taxpar 
incorporation of his proprietorship family 
transferred $20,000 cash to taxpayer fo} nd-a-h 
capital stock, and the physical assets it 7 
transferred for $90,000 in demand Notes roprie 
Upon finding that the notes were NEVEl Husines 
intended to be enforced and were sub: 

ject in full to the risks of the busi} wo 901 
ness, the court disallows the interes} ceive 
payments as being in the nature of) ine, 
dividend distributions. Brake & Electriqy, 
Sales Corp., DC Mass., 7/16/60. 
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Partnership incorporation was tax-free! Februa 


: 3 a RI\O7. sntarced., 

Shortly after the sale of a 50% interest): nog 
in a partnership, the two partners trans! finally 
their taxpayer, ‘ihe bo 


newly-formed corporation. The COUN he in 


EXCHANGES 


ferred interests to 
finds this was a tax-free transfer unde 
Section 351. The corporation does NO court | 
have a new basis for the pessnerehiaas of 
assets. Edlund Co., DC Vt., 7/20/60. 1954, 
on 
Purchase of corporate stock to permi 
liquidation and acquisition of assets 
regarded as purchase of assets. The 
Service announces that it will follow 
the Fifth Circuit’s recent decision it) sy 
M.O.J. Corp., which held that taxpayer's affiliat 
purchase of the stock of several corpo: 
rations for the purpose of liquidating 
them and acquiring their assets was, in 
effect, a purchase of the assets 
acquired, and the basis of those asset 
was the amount paid for the stock by 
taxpayer. TIR 235. 
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sister 
Distributions of cash for fractional 


shares on merger of common trust funds 
is taxable gain. When two common 
trust funds merge, cash is usually dis 
tributed to the holders of the shares o! 
the funds to eliminate any fractional 
units of participation. The exchange 0! 
shares on such a merger does not usv- 


value. 
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ally result in the realization of gain o 
loss by the shareholders; but when cash 
is distributed to eliminate fractional 
units, the receipt of that cash is deemed 











©rstoCy)) be a partial withdrawal of the share- 


‘© a Oly older’s interest in the fund, and that 

ted 108 ithdrawal is treated as a sale or ex- 

rity Loy change. Gain or loss on that withdrawal 

it of is determined by measuring the differ- 
Entitied nce between the amount received by 
and y. the shareholder and his adjusted basis 
result 


in the interest withdrawn. Rev. Rul. 
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“T, UP Taxpayer cannot deduct bonuses to 
torshy family members not paid within iwo- 
ayer 10\ nd-a-half months after close of taxable 
Cts Welt ar. The taxpayer owned, as a sole 
d notes oprietorship, a saw mill and lumber 
fe NECVel business, which was managed by his two 
Cre su) ons. He had an oral agreement with his 
1€ busijwo sons whereby each of them was to 
INCETES' eceive 25% of the net profits of the 
pri jusiness. Prior to the latter part of 
Sects 


February 1956, the books of the com- 
\pany revealed no entry of the bonus or 
‘any bonus credited to the sons’ accounts. 
\n entry on the work sheets of the com- 


pany’s accountant in the latter part of 


tax-free February 1956 only tentatively estab- 
interes! jished the bonuses, and they were not 
rs trans finally determined until their entry in 
ayer, ‘the books of the company in April, after 
~ C©OUN the inventory of logs had been ascer- 
r unde) sined and the valuation checked. This 
loes NOP ourt holds, in accordance with Section 
tnershijjog7 of the Internal Revenue Code of 
0/60 1954, that the bonuses of the two sons 
ywere not deductible, since they were 
permis not paid within two-and-a-half months 
f ane iter the close of the calendar year of the 
ts. Thd taxpayer. Bennett, DC Wash., 7/21/60. 
| folloy 
sion ll" 4ttempt to shift abandonment loss to 
*Paycts affiliate fails. Taxpayer was organized 
I corp nd incorporated to operate drive-in 
uidating theatres. In 1952, taxpayer’s share- 
was, lholders organized a sister corporation. 
sets Prior to August 1954, the business of 
fc a")the sister corporation had so declined 
tock by ihat it discontinued operations. In 
| August 1954, taxpayer purchased the 
jsister corporation’s theatre at book 
actional .iue. The theatre was subsequenly 
st fund lamaged by Hurricane Hazel and com- 
ronmmn" pletely abandoned. Taxpayer claimed an 
ally dis};bandonment loss on its 1955 return. 
hares “|The Commissioner took the position 
actiona) that the purchase was sham, undertaken 
ans mly in an attempt to shift the abandon- 
not US ment loss from the sister which could not 
Sait ll use it, to taxpayer. He made a realloca- 
en CaS"\ tion under Section 482 of the 1954 Code 
actiona’ ind denied the loss. The district court 
deemet) reed with the Commissioner, disallow- 





ing the deduction of the abandonment 
loss. This court affirms. The taxpayer 
failed to show that the Commissioner 
acted arbitrarily or capriciously in al- 
locating to the sister corporation the 
stated deductions claimed by taxpayer in 
arriving at its net operating loss carry- 
back. The theatre, which was the sub- 
ject of the sale contract, had not op- 
erated for about two months prior to 
the purchase—a period in the height of 
the drive-in The addi- 
tional fact that the sister corporation 
had already suffered sufficient losses to 
recover all the taxes that it had ever 
paid was significant in leading the Com- 
missioner to the rather convincing con- 


theatre season. 


clusions that the sale was not in further- 
ance of any real or invalid business pur- 
pose and that the sole objective of the 
transfer was to attribute the deductions 
and corresponding loss to the taxpayer, 
which could utilize the loss and reap a 
tax benefit. Aiken Drive-in Theatre 
Corp., CA-4, 7/26/60. 


Jury finds that amount paid as rent was 
reasonable. The taxpayer-corporation 
leased its building from a related corpo- 
ration. The lease provided for the pay- 
ment of a rental with a 
minimum. The taxpayer deducted $38,- 
712.17 as rental expense. The Govern- 
ment contended that the amount in 
excess of $18,000 for the year 1955 was 
excessive and represented a distribution 
of earnings and profits. The jury finds 
that a 


percentage 


the 
and occupancy of the building during 
the year 1955 was the sum paid by the 
taxpayer. Natrona County Tribune, DC 
Wyo., 7/13/60. 


reasonable amount for use 


xxSurtax exemption denied multiple 
corporations. A builder operated 
through a construction corporation, a 
sales corporation, and nine development 
corporations 
The 
was held by 


to which lots were trans- 
stock of each corporation 
the builder. The develop- 
ment corporations, taxpayers here, en- 
tered into contracts with the construc- 


tion corporation to build homes on the 


ferred. 


lots and with the sales corporation to 
sell the homes. The trial court found 
that the principal purpose of organiz- 
ing these corporations was to reduce 
taxes by obtaining additional $25,000 
surtax exemptions. Applying Section 129 
of the 1939 Code (Section 269 of the 
1954 Code is the same) more broadly 
than it has ever been applied hereto- 
fore, the court denied the surtax exemp- 
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tion because of the tax avoidance 
motive. In affirming, this court notes that 
the Tax Court now agrees that the 
credit can be denied to the acquired 
corporation. It approves the rationale 
of Mill Ridge Coal (264 F.2d 713) and 
Coastal Oil Storage (242 F.2d 396), al- 
though its discussion does not indicate 
an awareness that it has extended the 
scope of the statute beyond those cases. 
James Realty Co., CA-8, 7/21/60. 


Expenses of officer’s farm are not de- 
ductible by corporation. Taxpayer's 
president and majority stockholder 
owned a farm and leased a portion of 
it to taxpayer for a five-year term. The 
lease provided that taxpayer was to 
make improvements to which it would 
have no claim and no renewal rights at 
the end of the term. undeter- 
mined extent, taxpayer used the prop- 
erty for entertaining people interested 
in its products. The Tax Court, noting 
that taxpayer had failed to prove sub- 


To an 


stantial use of the property for or in its 
disallows deductions 
of the 
provements. The transaction was not at 
arm’s-length. Coe Laboratories, Inc., 34 
TC No. 57. 


trade or business, 


for rent and amortization im- 


Split-up of partnership recognizec. A 
partnership was engaged in selling live- 
stock at auction for a commission and 
also in the purchase and sale of hogs. 
The auction business was transferred to 
taxpayer, a newly formed corporation, 
and a new partnership carried on the 
hog-trading business. The court finds 
that the records supported the separa- 
tion of the business. There was a busi- 
ness purpose for the split-up, as the 
trading business was highly speculative. 
The court also finds salaries paid to the 
stockholder-officers based on net profits 
were reasonable. Idaho Livestock Auc- 
tion, Inc., DC Idaho, 7/5/60. 


LIQUIDATIONS 


*Kimbell-Diamond doctrine applies al- 
though acquired assets are not intc- 
grated with existing business of pur- 
chaser. {Acquiescence|] A group of in- 
dividuals wanted to acquire the assets 
of a highway advertising corporation. 
The controlling stockholder refused to 
sell the assets but was willing to sell the 
stock. Accordingly, the group formed a 
new corporation, which purchased all 
the stock. The assets were then trans- 
ferred to the new corporation, which 
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continued to operate the business. The 
issue facing the Tax Court was the basis 
of the assets acquired. Taxpayer argued 
that the Kimbell-Diamond rule is ap- 
plicable. That rule provides that if a 
going business wants to acquire the assets 
of another corporation only through a 
stock purchase and a subsequent liqui- 
dation of the acquired corporation, the 
complete liquidation of the acquired 
corporation will be treated as one of the 
steps of a single transaction, the pur- 
the basis of the 
acquired assets would be the amount 
paid for the stock. The Tax Court 
agreed with taxpayer and rejected the 
contention that the 
apply if a taxpayer 
acquires a going business and continues 


chase of assets. Thus, 


Commissioner’s 
rule does not 
it in a new corporate form. The court, 
citing Mattison (CA-9, 10/27/59), noted 
that failure of an acquiring corporation 
to integrate the assets of the acquired 
corporation into its business is not con- 
clusive in determining whether the pur- 
pose of the transaction was to acquire 
the assets. The court distinguished cases 
in which the Kimbell-Diamond rule was 
not applied because the acquiring corpo- 
ration was owned by substantially the 
same shareholders as the acquired corpo- 
ration. North American Service Co., 
Inc., 33 TC 677, acq., IRB 1960-31. 


Court finds fair market value of timber 
upon corporate liquidation. The tax- 
payer was the recipient of timber lands 
upon the dissolution of a corporation. 
The taxpayer and the Commissioner dis- 
agreed as to the fair market value of the 
timber on the date of dissolution. Based 
upon the testimony of six expert 
foresters, this court finds the fair market 
value of timber received by taxpayer 
on the dissolution. Deerpark Pine In- 
dustry, Inc., DC Wash., 7/1/60. 


REASONABLE SALARY 


Government offered no evidence to re- 
fute reasonableness of salary. In 1953, 
the corporation paid its president $9,000 
salary. During that year, the president 
made several trips to New York and 
other ports in an endeavor to obtain a 
steamship for the corporation. He also 
spent time terminating the affairs per- 
taining to the 1952 sale of the company’s 
steamship. The testimony was to the 
effect that he spent time carrying out the 
duties of his office as president of the 
corporation during the year for which 
the salary was paid. In the previous 
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year, the taxpayer had paid to the presi- 
dent a salary of $25,000 for services 
similar to those rendered in 1953. This 
court says that where the Government 
offers no evidence to contradict the evi- 
dence of the taxpayer as to the rea- 
sonableness of the salary paid but mere- 
ly arbitrarily determines the salary paid 
to be unreasonable because the business 
has temporarily recessed, the evidence 
offered by the taxpayer, if reasonable 
and just, when considered in the light 
of the facts and circumstances, will be 
given effect. Gounares Bros. & Co., Inc., 
DC Ala., 7/29/60. 


Officer’s reasonable compensation estab- 
lished. The Tax Court determines the 
reasonable compensation of taxpayer's 
president and principal stockholder and 
disallows the excess deducted. In so do- 
ing, the court recognizes that the officer’s 
meager salary in earlier years was at- 
tributable to taxpayer’s poor financial 
position rather than to the officer's lack 
of qualification. Coe Laboratories, Inc., 


34 TC No. 57. 


Jury finds salaries reasonable. The tax- 
payer-corporation, engaged in the news- 
paper, printing, and publishing busi- 
ness, paid to its three principal stock- 
holders salaries of $40,000 each. The 
Commissioner contended that 
able salaries for the three men would 
have been $30,000, $20,000, and $20,000, 
respectively. The jury finds that $40,- 
000 paid to each of the three men was 
reasonable compensation for their re- 
spective services during 1955. 
County Tribune, DC Wyo., 7 


reason- 


Natrona 
13/60. 


OTHER DECISIONS 


Ordinary income on sale to controlled 
corporation. In exchange for a mortgage 
and the concellation of an indebtedness, 
taxpayers transferred a theatre property 
they owned to a corporation in which 
they held 90% of the stock. Under Sec- 
tion 1239 the gain on the transfer of 
the depreciable property is ordinary in- 
come. Although the taxpayers and the 
corporation were now willing to reduce 
the price, there was no actual recision. 
The gain could not be reduced, since the 
proceeds were received under a claim of 
right. Ainsworth, DC Wisc., 6/21/60. 


Repayment of rent disallowed by IRS 
not deductible. Taxpayers rented prop- 
erty to a related corporation. The IRS 
was contesting the rent deduction to the 











corporation as being unreasonable. Tax 
payers thereupon entered into an agree 
ment with the corporation to refun¢ 
the amount of rent that the IRS ulti 
mately determined to be unreasonable. 
The district court allowed the deductiop 
in the year repayment was made. This 
court reverses. There was no legal of 
moral obliglation to make the refund. fh 
was prompted solely by tax-saving con 
siderations. Simon, CA-6, 8/3/60. 








Fe 









Doul 
Earnings exempt as feeder corporation's) with 
despite lapse of time in issuance of, 
new certificates to charitable trust. {Old) Most 


law] The decedent and his wife owned) “real 
all the outstanding stock of two corpo! Unite 
rations. Their respective wills estab) © 
lished a charitable trust and provided) 6° 
for the immediate transfer and assign“! sai 
ment to the trust of their interest in} Howe 
the stock of the two corporations. By| the ki 
collateral instrument, the husband and/ 'Y ©°% 
wife agreed that upon the death of and t 
either the survivor would immediately the us 
transfer and assign to the charitable) ‘iffere 
trust all the capital stock of the two) *™s 
corporations owned by the survivor. We 
The decedent died on January 9, 1950, sonal, 
and on January 18, 1950, the survivor) “Vil 
endorsed her stock certificates and de.) ble.” 
livered them to the trustee of the char{ {or © 
itable trust. that 
canceled by the respective corporations 
until May 25, 1950, and November 16) P&T 
1950. The Government contended that! ‘ll? | 
by reason of the lapse of time, the sur- of thi 
vivor did not divest herself of her finan-) '" wt 
cial interest in the corporations imme} doubl 
diately after the death of her husband} !oreig 
and that, the net} on Cu 
earnings of the corporation did not in- Colon 
ure solely to the benefit of the chari-| ‘mmo 
table trust. Section 301 of the Revenue} ‘at t 
Act of 1950, eliminating the exemption erty” 
for organizations operated for the pri- | 
mary purpose of carrying on a trade or 


Her certificates were not 
law al 


as a conseq uence, 


ax. 
Treas 
ficiall 


business for profit, became applicable 
cision 


only with respect to taxable years be- 
ginning after December 31, 1950, so that 
the income of the two corporations was 
otherwise tax-exempt. This court holds 
that the foundation’s ownership of the 
stock of the two corporations com- 
menced on the death of the decedent 1942); 
when, under his will and under the} Bars; | 
collateral agreement, the right to own- —, 

P . egal | 
ership accrued. [Earnings would now be} :« in, 
since tion of 
view, J 
‘Fair, 
(1936) 
‘De P. 
‘Laird 


cases 

in fo 
owne! 
hibit. 


‘Profe 


taxable, the corporations were 
operated for the primary purpose of 
carrying on a trade or business for 
profit.—Ed.] Wells & Wade, Inc., Ct 
Cls., 7/15/60. 
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Conventions with 12 foreign countries 
are aimed at avoiding double taxation, 
but the property classifications are not 
spelled out and the English versions of 
the eight bilingual agreements seem to 
consider “real property” and “immoy- 
able property” as synonymous terms, 
despite the fact that the decided cases 
clearly indicate that the Treasury does 
not follow this view in practice. Mr. 
summarizes his short article 
by saying: “To assume that the pe- 
culiarly Anglo-American concept ‘real 
property’ can apply to all interests in 
land throughout the world, many of 
which must be studied in a foreign lan- 
guage, and which have no Common Law 
counterpart, seems a regrettable bit of 


refunds : of bed 
weiForeign aspects of taxation 
sonable, 

ductill s EDITED BY SIDNEY 1, ROBERTS, LL.B., CPA, 

le. This JOHN COSTELLOE, LL.B., AND JOHN WILCOX, LL.B. 
legal or 

fund. | 

ng cor 

). 

Double estate tax possible 

ration’ with unclear “real property” 

nee Most PEOPLE OF WEALTH know that 

owned, real property situated outside the 

, corpo, United States” is exempt from U.S. es- 

- estap, tate tax. It is so provided in the Code 

rovided, (Section 2031(a)) and in the internation- 

assign}! treaties to avoid double estate tax. 
erest ip However, our own law is unclear on 
ons. By the kinds of interests in foreign proper- Russell 

nd andy covered by the term “real property,” 
oath of and the confusion is compounded by 

ediately| he use in international treaties of quite 

aritable different common law and civil law 

he two ‘rms as equivalents for each other. 

urvivor. We classify property as real or per- 
9 1959, sonal, but most of the world uses the 
survivor, “vil law terms “immovable” or “moy- 


und. de.) able.” The concepts are quite different; 


1e char. lor example, leaseholds and mortgages 
ere pot tat are personal property at common 
yrations [aw are immovables under civil law. An 
ber 16, pert in this field, Franklin F. Rus- 
ed that Sell! in commenting on some aspects 
the sur. of this problem,? mentions three cases 
r finan. 2 Which estates were threatened with 
; imme. double taxation because the respective 
Lusband| foreign governments treated mortgages 
he net) 02 Cuban land,’ 99-year leases on Kenya 
not in- Colony lands,# and Canadian leases5 as 
» chari immovables, and the Treasury asserted 
-evenue| that these interests were not “real prop- 
*mption| erty” and demanded a second estate 


the pri-| !@. The courts decided against the 
rade or| [teasury, which did not appeal but of- 


plicable} fiially takes the position that the de- 
sars be-| cisions are wrong. The results in these 
so that} cases discourage American investments 
ons was}in foreign lands except for outright 
‘t holds} Ownership, which some countries pro- 
of the} hibit. 
iS com 
ecedent Professor of Law, Brooklyn Law School (1921- 

42); member of the New York and New Jersey 
der the Bars; legal advisor to the State Department and 
to own several foreign governments; author of Outline of 

¥ egal History and many legal articles. 

now vt “Linguistic and Legalistic Parochialism in Taxa- 
iS Wwere}tion of Foreign Immovables,” Brooklyn Law Re- 
pose of ew, April 1960. 

Fair, 91 F.2d 218 (CA-3, 1937), rev’g. 35 BTA 41 
ess for} (1936). 
nc., Ct ‘De Perigny, 9 TC 782 (1947). 

Laird, 115 F.Supp. 931 (DC WD Wisc. 1953). 





preposterous parochialism.” w 


New decisions 





Taxpayer not permitted to deduct 
operating losses of Puerto Rican corpo- 
ration. The United States brought suit 
to foreclose tax liens against taxpayer, 
who was born in Puerto Rico but be- 
came an American citizen by virtue of 
the Organic Act of 1917. Although domi- 
ciled in the Dominican Republic during 
the tax years in question, he owned all 
of the outstanding stock of a Puerto 
Rican corporation that sustained net 
operating losses. This court holds that 
taxpayer could not deduct the net losses 
sustained by the Puerto Rican corpora- 
tion. The court stated that the corpora- 
tion was organized for a legitimate cor- 
porate purpose, keeping separate books 
and filing its own income tax returns. 
The reasoning in Moline Properties, 
Inc. (319 U.S. 436) applies. Rexach, DC 
Puerto Rico, 7/5/60. 


Under Dominican Republic community 
property laws, wife has a vested right 
of ownership in one-half of the taxable 
income. The United States brought suit 
to foreclose liens against taxpayer who 
was born in Puerto Rico but became an 
American citizen by virtue of the Or- 
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ganic Act of 1917. During the tax years 
in question, taxpayer was domiciled in 
the Dominican Republic. The wife of 
taxpayer had been a native of France 
but was a naturalized citizen of the 
Dominican Republic. This court holds 
that the wife of the taxpayer had a 
vested right of ownership under the 
community property laws of the Domini- 
can Republic in one-half of any tax- 
able income that taxpayer received from 
the Dominican Republic under con- 
tracts with that government. The wife’s 
interest in her husband’s income is de- 
termined by the law of the domicile 
where the income is earned, and since 
that income was earned while domiciled 
in the Dominican Republic, the wife 
has a one-half vested interest in the net 
income. Rexach, DC Puerto Rico, 7/ 
5/60. 


Resident of Dominican Republic re- 
quired to file income tax returns. The 
United State brought suit to foreclose 
tax liens against the taxpayer who was 
born in Puerto Rico but who was an 
American citizen by virtue of the Or- 
ganic Act of 1917. The taxpayer was 
domiciled in the Dominican Republic 
from 1951 to 1956, inclusive. This court 
holds that taxpayer was required to file 
Federal income tax returns and pay tax 
on profits received in the Dominican Re- 
public through the employment of capi- 
tal under contracts for public works 
there. Although citizens of the United 
States who are bona fide residents of 
Puerto Rico during an entire taxable 
year are not taxed on income derived 
from Puerto Rican sources, the fact of 
American citizenship establishes a sufh- 
cient basis for the imposition of the in- 
come tax as to income derived from 
sources outside the United States. Sec- 
tion 252 of the 1939 Code (Section 932 
of the 1954 Code), which provides that 
a citizen of any possession of the United 
States who is not otherwise a citizen of 
the United States and who is not a resi- 
dent of the United States is taxed “only 
as to income derived from sources within 
the United States,” expressly excludes 
citizens of Puerto Rico from its applica- 
tion. According to this court, the statute 
is “obviously discriminatory against 
Puerto Rican American citizens as con- 
trasted with American citizens who are 
citizens of other possessions, by subject- 
ing Puerto Rican American citizens to 
taxes derived from sources outside of 
the United States.”” Rexach, DC Puerto 
Rico, 7/5/60. 
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Immunity for voluntary disclosure 


should be in Code, ABA section says 


« penke THE Cope itself contain a 
grant of immunity from criminal 
prosecution for a tax fraud voluntarily 
disclosed? Ever since the IRS announced 
in 1952 that it would no longer refrain 
from criminal prosecution in cases of 
voluntary disclosure of fraud, practi- 
tioners have urged the desirability of 
creating some kind of procedure that 
would be fair to both the repentant 
taxpayer and the IRS. The Taxation 
Section of the ABA tried over a period 
of years to help the Treasury establish 
an administrative policy. At its meeting 
in August, the Section took the step 
of formally recommending to the House 
of Delegates of the ABA that the Code 
itself be 
provision. 


amended to include such a 

The long and earnest debate on the 
proposal at the meeting of the Tax- 
ation Section revealed both the deep 
concern of the members with the prob- 
lem and the difficulties in formulating 
a statutory provision. The report pre- 
sented by the Committee on Procedure 
in Fraud Cases to the Section of Tax- 
ation urging a recommendation for 
legislation pointed out that at the pres- 
ent time the IRS does give considera- 
tion to the fact that a taxpayer volun- 
tarily discloses his fraud. 


Current IRS policy 


The Chairman of the Committe on 
Fraud Cases of the Sec- 
tion reported that the Commissioner 
of Internal Revenue had written 
in March 1960 saying that: 
“While our present policy does not 


Procedure in 


him 


guarantee immunity in return for dis- 
closure, we do not close our eyes to a 
true act of voluntary disclosure. We do 
consider it. Our current policy, which 
is similar to the way we operated from 
1919 to 1945, provides that a true dis- 
closure by a taxpayer of intentional 
evasion will be one of the factors taken 
into consideration, along with all the 


other facts and circumstances of the 
case, in deciding whether criminal 
prosecution should be recommended. I 
am sure you will agree that we are 
being realistic when we weigh the gen- 
uine repentance by the taxpayer as 
disclosed by a true disclosure against 
the chances of conviction by a jury. In 
fact, this is the same consideration that 
is given by any case when criminal 
action is contemplated.” 


Drafting difficulties 

In this letter the Commissioner took 
the position that insurmountable ad- 
ministrative difficulties prevented rein- 
statement of the former involuntary dis- 
closure policy. And, even those prac- 
titioners who felt most strongly that a 
clear precise statutory policy was needed 
concede the difficulties in drafting such 
a plan. The legislation recommended 
by the Committee was criticized from 
the floor as containing technical flaws, 
and attempts were made have 
the proposal returned to the Committee 
for further consideration. On the plea 
that support for the principle of a 
legislative voluntary disclosure policy 
was needed, the Section voted to ask 
the House of Delegates to urge on Con- 
gress the form of legislation proposed 
by the Committee. 

The proposal of the Section would 
consider as timely only a disclosure 
made before communication in writing 
of the fact of investigation and also be- 
fore the person claiming immunity has 
knowledge that an _ investigation is 
pending. The burden of proof of know]l- 
edge would be on the Government. 
The disclosure itself would be defined 
written statement in accordance 
with Regulations to be issued by the 
Secretary of the Treasury. The immu- 
nity grant would be conditioned on the 
taxpayer’s making full disclosure of all 
records relating to tax about which dis- 
closure was made. 


to 


as a 


The need for a voluntary tacoma t 


policy was well stated several years ago 
by the Special Advisory Group to the 
Subcommittee on Internal Revenue 
Taxation (Mills Committee) of the 
Ways and Means Committee. The 
Group considered the problem and con. 
cluded that on balance voluntary dis. 
closure should be part of the Federal 
tax system. Noting that even then the 
Service conceded that it distinguished 
among various gradations of income-tax 
crimes in deciding which cases it 
would recommend for criminal prose. 
cution, it said that “voluntary dis. 
closure prior to initiation of investiga. 
tion in itself affords an adequate justi- 
fication for including the taxpayer's 
case among those which are not to be 
recommended for prosecution.” The 
Group urged reinstitution of the volun. 
tary disclosure policy, provided it is 
protected by fixed and definite stand. 
ards establishing the cut-off event, oc- 
currence of which will terminate the 
taxpayer’s hope of making a voluntary 
disclosure. * 


New decisions 





Penalty for failure to file return com 
puted on entire tax. [Old law] Taxpayer 
received an extension of time, until May 
15, 1953, to file its 1952 return, condi- 
tioned upon its filing a tentative return 
by March 20, 1953, and payment of 40% 
of the total tax estimated to be due; the 
tentative return was filed on time. Tax 
payer filed his return on May 19, 1953, 
together with $1,300, which was the 
amount necessary to bring the total pay- 
ments up to 40% of the total tax. The 
failure to file the return on May 15 was 
due to the fact that taxpayer’s president 
was absent at a business convention and 
simply forgot about the return. The 
court holds that forgetting to file a re- 
turn does not constitute “reasonable 
cause,” the standard necessary to avoid 
a penalty, and that under the 1939 IRC 
the 5% penalty is computed on the en- 
tire tax. The court acknowledges that 
Section 6651(b) of the 1954 IRC specifi. 
cally provides that the addition to tax 
for a delinquent return is to be com 
puted on the net amount due. One dis 
sent argues that the failure to file was 
due to reasonable cause and that the 
penalty should be computed on the net 
amount due. West Virginia Steel Corpo 
ration, 34 TC No. 88. 
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sclosure|praud penalty applicable to deficiency 
ALS agolyesulting from allowance of tentative 
to the|@rryback adjustment. Where taxpayer 
-€venueljraudulently obtained an erroneous al- 
of theP\wance of a tentative carryback adjust- 


- Thefment and a deficiency resulted, the 50% 
nd cor 





vil fraud penalty is imposed on that 
ary dis}deficiency. The Service has taken the 
Federal} position that for purposes of applying 
1€n the}ihe civil fraud penalty, the deficiency 
guished};esulting from a fraudulently obtained 
ome€-taxfientative carryback adjustment is the 
as€S it}ame as an underpayment. Therefore, 


prose-jonce it has been determined that there 
ry dis}was a deficiency, the fraud penalty is 
ivestiga imposed on the entire amount of that 
e justi-|deficiency. Rev. Rul. 60-215. 
<paye! 
t to be|Reconstruction of income by net worth 
Che}method is upheld, but fraud is not 


‘ volun-| proved for all years. Taxpayers were 


1 it is}engaged primarily in the operation of 

stand-}, children’s wear shop in Miami. They 
ent, oc-jtried to explain large apparent increases 
ate the their net worth during the period 
luntary| 1943-48 by contending that the wife had 


ccumulated a cash hoard prior to the 


eginning of the net worth period 





through the receipt of substantial cash 
sits from a friend who “dated” her in 





928-1929. The court finds taxpayers 

ve not sustained their burden of 
nm com) proving that they had undeposited cash 
ixpayeljon hand as of January 1, 1943, which 
til May}was responsible for the apparent in- 
condi creases in their net worth or that the 
return) Commissioner erred in treating such in- 
of 40%) creases as attributable to unreported 
ue; theltaxable income. However, the court 
e. Tax}holds the Commissioner failed to carry 
), 1953} his heavy burden of proving found on 
‘as the} the basis solely of the net worth state- 
tal pay-/ ment. But for those years in which tax- 


x. The} payers reported personal medical ex- 


15 was} penses as business expenses and sales 


esident} proceeds as repayments of nonexistent 
on anc} loans, fraud was adequately established. 
1. The) Rice, TCM 1960-155. 

e@ a fr 

sonable) Fraud proved by showing of substan- 
) avoid) tial unreported income under net worth 
39 IRC) method. For several years taxpayer en- 
the en-}gaged in illegal gambling activities. 
es that} While in prison, he admitted to prison 
specif} officials that he had engaged in the 
to tax) “numbers” racket and that his income 


€ com} {from numbers gambling had amounted 


ne dis} to about $500 a month. Such income 
ile was} was not reported in any of taxpayer's 
iat the} income tax returns. Use of the net worth 
the net} method revealed a substantial gap be- 
Corpo} tween reported income and the increase 


in net worth. Upon the entire record 





the court concludes that the Commis- 
sioner has sustained his burden of proof 
and 
proof of fraud with intent to evade tax. 
Abess, TCM 1960-150. 


by presenting clear convincing 


Resort to net worth method upheld. 
During the years in issue taxpayer real- 
ized substantial amounts of income from 
various sources, including a mercantile 
business, the purchase at discount of 
first and second mortgage notes secured 
by real estate, the collection of rents and 
interest, and 
On the ground that taxpayer’s records 
were inadequate and incomplete, the 
Tax Court held the Commissioner justi- 
fied in his resort to the 
method of reconstructing taxpayer's net 
Furthermore, because of tax- 
payer’s failure to co-operate with the 
revenue agents, his consistent 
statements of income and his 
average education, a 


investments in securities. 


net worth 


income. 


under- 
above 
part of the de- 
ficiencies for each of the years 1945-1951 
was found to be due to fraud with in- 
tent to evade tax. This court 
The opening net worth figure used has 
the required degree of reasonable cer- 
tainty and the net income determined 
by the Tax Court is not clearly erron- 
eous. Vise, CA-6, 5/19/60. 


affirms. 


Jury upholds fraud penalty. Taxpayer's 
income was reconstructed under the net 
worth method, and amended 
later filed by him were used as evidence 
of fraud in the original return. Upon 
instructions as to the use of the 
worth method and the burden of proof, 
the jury finds that there was fraud in 
each of the ten years involved. Klassie, 
DC Iowa, 4/25/60. 


returns 


net 


Consistent failure to report bonuses evi- 
dence of fraudulent intent. Omissions 
by taxpayer, an employee, of sizeable 
bonus receipts from his income for the 
taxable years 1947 and 1949 through 
1953 are held to disclose a willful failure 
to report income with the fraudulent 
intent to evade taxes. Taxpayer's con- 
tention that he thought the December 
bonuses non-taxable 
gifts because accompanied by some ex- 
pressions of compliments of the season 
are held not worthy of acceptance or 
belief. Thomas, TCM 1960-81. 


were Christmas 


Penalty upheld though accountant failed 
to prepare tax estimate. The Tax Court 
held that taxpayer’s failure to file dec- 
larations of estimated tax is not due to 
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reasonable cause merely because his ac- 
countant did not prepare the declara- 
tions. Reliance 
would constitute 


upon an accountant 


reasonable cause for 
failure to file only if the accountant had 
given the matter reasonable considera- 
tion and had recommended against fil- 
ing. Here the taxpayer did not ask for 
definite advice nor did the accountant 
specifically advise with regard to the 
required date of filing. This 
afirms. Bryan, CA-4, 7/13/60. 


court 


Penalty for underpayment of estimated 
tax is now mandatory. The Tax Court 
upholds a penalty where payments of 
estimated tax were less than 70% of tax- 
payer’s actual tax liability for the year. 
The court points out that extenuating 
circumstances are irrelevant under the 
1954 Act. Ruben Estate, 33 TC No. 121. 


Cash expenditure method to reconstruct 
income sustained. The Commissioner by 
use of the cash expenditures method de- 
termined large deficiencies in income 
tax. against taxpayer, a manufacturer of 
athletic equipment and a publisher of 
a health magazine. The court holds use 
of the method is not restricted to cases 
of income derived from illegal sources, 
nor is it precluded by the fact that books 
and records for the business activities 
were kept. The court accepts the Com- 
missioner’s computation except for ad- 
justment of individual items shown by 
the taxpayer to be in error. Homan, 
TCM 1960-160. 


Attorney’s reliance upon advice of a 
former Revenue Agent not reasonable 
cause. An attorney actively engaged in 
the practice of law was guilty of will- 
ful neglect in failing to file declarations 
of estimated tax. His reliance upon the 
advice of a former Revenue Agent, who 
was neither a CPA nor an attorney, did 
not constitute reasonable cause for fail- 
ure to file. Berry, TCM 1960-158. 
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Caution urged in plans 

using Section 306 stock 
DESPITE THE PRESENT RECONSIDERATION by 
the Service of its favorable ruling on 
tax-exempt life income plans, another 
form of this plan, involving the con- 
tribution of Section 306 stock, seems to 
be making the rounds these days. 

The typical tax-exempt life income 
plan involves the transfer of appreci- 
ated securities to a trust with a chari- 
table organization as trustee, providing 
for disposition of the securities subse- 
quent to transfer and investment of the 
proceeds in tax-exempt municipal bonds, 
the income to be payable to the donor 
for life and the remainder interest to 
charity. The Service had ruled that no 
gain or loss would be recognized to the 
donor upon the transfer or upon the 
subsequent sale of the securities by the 
trustee. It is now considering whether 
or not to reverse this policy position. 

The suggestion is now being made 
that taxpayers transfer their Section 306 
stock to the charity under the same 
terms and conditions as are otherwise 
applicable in the typical “tax exempt- 
life income” plan. It is assumed that 
no gain or loss will be recognized upon 
the transfer or upon the subsequent 
sale of the Section 306 stock by the 
trustee. Of course, if this were true, it 
would be of considerable benefit to 
many holders of Section 306 stock. This 
position is apparently based on Rev. 
Rul. 57-328, holding that the gift of 
Section 306 result in 
realization of gain to the donor upon 


stock will not 


making the gift nor upon subsequent 
disposition by the charity. 

Even aside from the possibility of the 
Service changing its position on the life 
income plan, we must caution against 
too close reliance upon Rev. Rul. 57-328. 
In that ruling, the Service was careful 
to state that in the particular transac- 
tion involved “there was no prearrange- 


ment for the sale by the foundation of 
the preferred stock which it received, 
or for the redemption by the corpora- 
tion of any other preferred stock.” How- 
ever, it would seem rather obvious that 
in the proposed plan there is an intent 
for both the trustee to immediately sell 
and the corporation to redeem the Sec- 
tion 306 stock. Otherwise, the trustee 
would have no funds to purchase tax- 
exempts with which to carry out the 
plan. 

Although we will not venture to 
argue the merits or demerits of the re- 
quirement in Rev. Rul. 57-328 that 
there be no prearrangement for dispo- 
sition of the Section 306 stock (though 
you may wish to do so by writing us), 
we think caution is certainly the by- 
word here, absent a favorable ruling on 
the deal by the Service. 


Provision in wife’s will 

can avoid insurance tax trap 
THE POSSIBLE TAX TRAP of a transfer of 
insurance on a husband’s life to his 
wife if the wife should predecease him, 
mentioned in our August column, 
letter from Maxwell H. 
Robinson, an attorney in Lowell, Mass- 
achusetts. As pointed out in August, if 
the husband were named trustee under 
his wife’s will, he would acquire an 
incident of ownership in the policy, and 
it would fall back into his taxable es- 
tate. Here are Mr. Robinson’s thoughts: 
“If the husband and wife have suffici- 
cient other assets and they feel that 
they could get along without the policy, 
or if the wife’s estate is already a size- 
able estate, it would be to the advan- 
tage of the entire family that the hus- 
band transfer the ownership of the pol- 
icy in the first instance to his children 
and thereby avoid the problem in the 
article in question and also prevent the 
policy from being taxed in either his 
or his wife’s estate. 


brought a 


“In the event, however, the husban( 
and wife believe it to be in their beg 
interests that the wife be the owner o 
the policy during her lifetime, th 
problem discussed in said article cay 
be entirely avoided by a provision jy 
the wife’s will as follows: ‘Bequest o 
life insurance policies on life of hus 
band. If my husband, John Jones, shal 
survive me, I give and bequeth to m 
children, Peter B. Jones, Lynne Jone; 
and Nancy D. Jones, jointly, or to th 
survivors or survivor of them, my en 
tire interest in all life insurance poli 
cies, if any, which I may own on thé 
life of my husband, the said Johr 
Jones.’ ” 


All payments to stock lender 
should be deductible 


MONEY PAI by a borrower of stock, as 
in a short sale, to the lender in respect 
of stock dividends or rights should be 
deductible to the borrower, says Dennis 
Kohlrad. He wrote in response to our 
question last month with respect to the 
treatment of the cash equivalent of 
stock rights or stock dividends paid by 
a short seller to the lender of shares in 
a short sale transaction. We indicated 
that normally the equivalent of cash 
dividends paid on stock sold short pait 
over to the lender of the shares is fully 
deductible under IT 3989 (1950-1 C 
34). We raised the question whether th 
cash equivalent of stock rights or stock 
dividends would likewise be deductible; 
even though they are normally receipt 
of a capital nature. 

Mr. Kohlrad, who is an attorney repre 
senting a stock brokerage firm, writes: 
“Everyone knows that when stock i 
sold short, stock must be borrowed to 
complete the short sale, and that the 
terms of the borrowing are that the 
lender is entitled to receive whatever 
benefits would have accrued to him had 
he not lent his stock to the short seller. 
It is for this reason that the borrower 
must pay over to the lender the equiva: 
lent of dividends received on the stock 
during the period the stock is borrowed. 
And the short seller of course does not 
receive any dividends since he is not 
the owner of the stock. When the short 
seller covers his short sale position, he 
returns the borrowed stock to the lender, 
so that the lender’s position is not 
affected. 

“In the normal case, therefore, the 
short seller is simply taking an invest 
ment position, but he has no ownership 
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position. He owns no shares with re- 
spect to which any adjustment in cost 
can be made at the time he is required 
to make the necessary payments to the 
lender. It is this fact which was the crux 
of the long court dispute with the In- 
ternal Revenue Service as to whether or 
not the payment was a deductible item 
or whether it constituted an adjustment 
to basis. 

“Since the short seller owns nothing 
there is no basis to adjust, and since 
the short sale is merely an investment 
position, the expenditures incurred in 
maintaining that position are invest- 
ment expenditures and thus should be 
deductible as any other investment ex- 
penditures. Assume that a corporation 
pays a liquidating dividend after some- 
one has sold short. The short seller 
must make payment of the amount 
thereof to the lender of the stock to 
perserve his sort position. There would 
be no basis for requiring him to capi- 
talize this payment because he does not 
own the stock, he’s already sold it. What 
would he add the item to if he were to 
capitalize it? 

“This reasoning was most clearly ex- 
pressed quite some time ago by the 
court in Dart (74 F.2d 845, CA-4, 1935), 
when the court said: “The amount paid 
out in the “short” transaction can in no 
way add to the value of the stock which 
the taxpayer does not possess at the 
time of the payment and in no way 
benefits him when he ultimately pur- 
chases the stock to close the transaction. 
The expenditure is made solely for the 
purpose of continuing to hold the bor- 
rowed stock and is not an incident of 
ownership but an expense paid in order 
to maintain the taxpayer’s position in 
the market with respect to that particu- 
lar transaction.’ 

“It seems to me that exactly the same 
reasoning applies no matter what the 
character of the item received where 
the cash equivalent must be paid over 
by the borrower to the lender, whether 
it be a stock right, a stock dividend, a 
liquidating dividend or any other form 
of premium or payment. I also think 
the language of the Service ruling in 
IT 3989 fully justifies this conclusion 
since it clearly states that ‘amounts’ so 
paid are deductible, using only as ex- 
amples the dividend and a premium. 
The Service obviously meant any and 
all ‘amounts’ no matter what nature, 
otherwise it could have restricted its 
ruling strictly to dividends and premi- 
ums. 


Another reason for choosing 
insurance company loan 


A RECENT tax newsletter advised its 
readers to use an insurance company 
minimum-deposit plan when transfer- 
ring a life insurance policy subject to 
a loan in order to avoid a challenge as 
to the effectiveness of the transfer in 
taking the policy out of the transferor’s 
estate. 

In July we published a letter advis- 
ing that, where there is to be such a 
transfer with the object of taking the 
proceeds out of the estate of the in- 
sured, it would be better if the out- 
standing loan were an insurance com- 
pany loan, as is typical in the case of 
a minimum-deposit plan, rather than a 
full-collateral bank loan. Since the trans- 
fer would then not involve the assump- 
tion of a debt, our correspondent point- 
ed out that there would be no basis for 
treating the proceeds of the insurance 
as taxable income in the hands of the 
transferee, on the theory that the trans- 
fer was for a valuable consideration, 
since the bank loan carries personal 
liability but the insurance company loan 
does not. 

As the tax news letter pointed out, if 
there is a bank loan outstanding that is 
maintained after the there 
may not have been a disposition of all 
of the incidents of ownership, thus re- 
sulting in inclusion of the policy in the 
estate of the transferor. However, the 
minimum-deposit plan does not involve 
any personal liability on the loan and 
thus would not appear to entail the re- 
tention of any incident of ownership, 
even if the policy is continually kept 
available as collateral for the loan. 


transfer, 


Gift tax on trust 
for parent’s support 


FoR THE PAST SEVERAL MONTHS, we have 
been discussing the methods followed by 
the IRS in computing the gift tax upon 
creation of a short-term reversionary 
trust under which capital gains are al- 
locable to corpus. 

A few days ago an accountant friend 
of ours, who has been following this 
discussion, called to inquire of the gift 
tax effects to his client in the typical 
situation of a short-term trust being 
created for the support of an aged 
mother. Under the proposed trust, in 
addition to the income currently dis- 
tributable to the mother, the trustee 
might invade corpus for her benefit to 
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meet a reasonable standard of comfort, 
support, and welfare. 

We indicated that we had discussed 
this with the IRS recently, and it ap- 
peared that the Service might attempt 
to establish from the facts the degree 
of likelihood of invasion of corpus as a 
basis upon which to compute the 
amount of the gift (over and above the 
normal computation of the value of 
the income interest). If the possibility 
of invasion was too remote, no value 
might be assigned to this factor and the 
amount of the gift might be restricted 
to the normal actuarially computed 
amount of the gift of income for the 
period of the trust. If, on the other 
hand, it was quite likely that principal 
would be invaded, but if it could not 
be ascertained to what extent, or if it 
was evident that all of the principal 
would ultimately be consumed, then the 
Service, for want of some better test or 
an ability to tell the extent to which 
there would be a gift, might treat the 
entire fair market value of the property 
transferred as the amount subject to tax. 

The Service’s views might differ de- 
pending on whether the trustee is the 
grantor or someone else. In the former 
case, if the Service were to be consistent 
with its position in the rulings de- 
scribed in our previous columns, there 
would be no gift in excess of the value 
of the income interest until such time 
as corpus is invaded by the grantor- 
trustee. And the gift at that time would 
be the amount of corpus distributed. 
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ACCOUNTING—BOOKS 


Oehler C, Lawyers Accounting Hand- 
book, Matthew Bender & Co., (New 
York) 1 vol., $15. 

Peel Jr., Fred W, Consolidated Tax Re- 
turns, Callaghan & Co. (Chicago, 
1959) $20. 
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vs. Capital Expenditures, Ronald 
Press Co. $10.00. Tax practitioners 
featuring tables of cases, showing 
taxpayer’ 's arguments and court’s find- 
ings 


ACCOUNTING—ARTICLES 


Claim-of-right, Bressner 
plains why IRS is 
221, Apr60, lp 


counsel ex- 
wrong, 12JTAX 


Deductible, is interest deductible when 
tax-saving is sole motive? 12JTAX 
336, June60. 

Deductible, is payola? IRS urged to 
take stand, 12JTAX311, May60, lp 

Depletion, Supreme Court, in Cannel- 
ton, plus new law, brings radical 
change in, 13JTAX67, Aug.60 

Depreciation, Supreme Court rules on 
meaning of useful life and salvage 


value for, Myron Semmel, 13JTAX66, 
Aug.60 
Depreciation changes, ABA Tax Section 
may urge; replacement and salvage 
affected, 13JTAX147, Sept60. 
Depreciation changes, Treasury com- 


mences survey of, 13JTAX144, Sept60. 

Dividend withholding bill, Senate com- 
mittee prepares. 12JTAX341, June60. 

Dividends, IRS denies credit for, paid 
over by short seller to stock lender, 
Leon Hariton, 183JTAX69, Aug.60 

Double deduction, IRS denies at lien 
date change is distortion. 12JTAX 
340, June60. 

Income, when is a payment 
income to taxpayer on 
12JTAX338, June60. 

IRS special enrollment exam. 
342. June60. 
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press for change. 12JTAX341, June60. 

Inventories, AICPA presses for relief 
on liquidation of LIFO, 12JTAX220, 
Apr60, lp 

Liro changes need IRS approval, says 


in notes 
cash basis? 


12JTAX 


Tax Court in Harmon, Nicholas T. 
DeLeoleos, 13JTAX143, Sept6v. 
Losses, new Regs. on demolition form- 


alize critical intent test, Daniel S. 
Knight, 12JTAX218, Apr60, 3pp 

Mortgages, how affect basis; rules are 
in accord with economic reality, Ray- 
mond Rubin, 13JTAX38, July60 

Purchased goodwill, leaseholds, licenses, 
covenants not to compete, Robert J 


McDonald, 12JTAX258, May60, 6pp 
Real estate tax problems, law review 
surveys. 12JTAX341, June60. 
Reserves, how should dealers elect to 
handle under new law, Arno Herz- 
berg, 183JTAXT75, Aug.60 
Vacation pay swept under the rug 
again, 13JTAX148, Sept60. 
COMPENSATION 


Contingencies in deferred compensation 


agreements may still be wise pre- 
caution, Richard H. Appert, 183JTAX 
122, July60 


Contingencies may still be good idea in 
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anon O. Wood, 12JTAX210, Apré60, 
pp 

Depreciation legislation may come as 
package deal, 12JTAX264, May60, lp 

Drysdale deferred-compensation trust 
idea strengthened, 13JTAX177, Sept 
60 


Medical care for the aged; tax legisla- 
tion stymied by, 13JTAX15. July60 
Non-restricted options, IRS errs in 
denying they can be compensation at 
grant, Robert J. McDonald, 12.JTAX 

331, June60, 6pp 

Non-statutory stock options, opportuni- 
ties open up for tax planning under 
new Regs., Alan R. Bromberg. 12 
JTAX297, May60, 4pp 

Pension pian proposals, Treasury stirs 
controversy on, 12JTAX334, June60. 

Pension, profit sharing plans, how to 


integrate for foreign service, Isidore 
Goodman, 12JTAX206, Apr60, 6pp 
Section 421, IRS won’t bar retroactively 


options tied to its valuations, 13 
JTAX177, Sept60. 
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Creeping acquisition of corporation con- 
trol may imperil non-taxability, Thos. 
J. Henry, 13JTAX5, July60 

Loans of property, taxable effect of, by 
stockholders to corporations, 13JTAX 
107, Aug.60 

Loss carryover deduction, Tax Court 
denies to corporation acquired by new 
owner, 13JTAX106, Aug.60 

Reorganizations, to qualify for Sub- 
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purpose, Eugene C. Roemele, 183JTAX 
102, Aug. 60 

Tax techniques of acquisitions of close- 
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L. Greene, 183JTAX2, July60 

Thin incorporation safety, intent test 
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guide, Jack Sidney Morris, 13JTAX 
130, Sept60. 

accumulated earnings tax 

Tax Court position that either accumu- 
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intention to avoid stockholder tax 
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Palmer J L, 12.JTAX174, Feb60, 3pp 

collapsible corps. 


Collapsible corps., four articles, 12 
JTAX 194, Apré60: 
—capital gains, 38 techniques for 
getting, despite Sec. 341, Donaldson 
& Hobbet, 3pp 


—real estate corp., effort to make 
free from — treatment, R. 


J. Kalupa, 2 
—real estate developers can still bene- 
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Donnelly, Jr., 3pp 
—innocent victim of Sec. 314, what 
to do about, Lester Ponder, 2pp 
liquidations 
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ing, 12.JTAX166 

redemptions 

Redemptions, double attribution of in 
recent ruling; buy-out plans im- 


periled, John F. Gleason & Edwin M. 
Jones, 12JTAX268, May60, 3pp 
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Hart, 12JTAX167. 

reorganization 


Hazards in assumption of liabilities in 
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poration, Kahn G J, 11JTAX275, Nov 
59, 3pp 
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60, 3pp 

Spin-off Regs. overturned by court, vic- 
tory for normal business, 12JTAX200, 
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on how new rules will affect corpo- 
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Expense account reporting, IRS clari- 
fies rules on 12JTAX316, May60, lp 
Report on IRS new policy of requiring 
5 ed oe to report expense account 

on their tax returns, 12 
TAX II6, Feb60, 1p 
Travel & entertainment expenses; fight- 
ing a case requires a good knowledge 
of the cases, Clifford G. Ward, 12 
JTAX158 
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eral Estate and Gift Tazation, Cal- 
laghan & Co., (Chicago, 1956-58) 
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niques, Matthew Bender & Co., (New 
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Gift Taxes, Prentice-Hall, (Englewood 
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Trachtman J, Estate Planning, Prac- 
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1959) 178pp, $2.50 
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Closely held stock, valuing for estate 
tax; the partisan approach, George L. 
Weisbard, 13JTAX138, Sept60. 

Estate tax, State Street Trust erred 
in basing on administrative powers, 
13JTAX48, July60 

Executive’s estate, use of trusts advan- 
tageous, Peter Miller and George E. 
Zeitlin, 12JTAX130 

Multiple trust proposals would open 
loopholes, Advisory Group man says, 
12JTAX366, June60. 
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organization’s tax exemption, how to 
avoid Walter A. Slowinski, 13JTAX 
169, Sept60. 


FARMERS—BOOKS 


Halstead H M, Federal Income Tazation 
of Farmers, Committee on Continuing 
Legal Education, (Philadelphia, 1956) 
12%pp, $3.00 


FARMERS—ARTICLES 


Cooperatives, possibility foreseen for ac- 
ceptable compromise on taxation of, 
18JTAX122, Aug.60 

Tax advantages in using cash method 
for farming; summary of comment 
before Ways and Means Committee 
hearings on tax revision, Halstead H 
M, 12JTAX122, Feb60, 3pp 


FOREIGN 


Alien financial structures create tax 
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60 


Bahama corp., foreign income accumu- 
lai free in, Leon O. Stock, 12 
JTAX250, Apr60, 3pp 





Canadian funds, how elections & op 
ganization details affect tax benefit 
of, 13JTAX187, Sept60. 

Diamond W H, Foreign Tax and Trak 
Briefs, Matthew Bender & Co., (Ney 

York) 1 vol., (loose-leaf) $50, i. 
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tions in state taxation, 13JTAX56, 
July60 

Supreme Court says Scripto must cc!- 
lect Florida use tax; brokers there 
its agents, 12JTAX306, May60, 2pp 

Study of the factors that make a busi- 
ness unitary and therefore subject to 
state formulas for apportionment of 


257 
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